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S an “academic” economist, I can not present 
A any new figures, any new calculations, that will 

throw added light on the effects of the tax- 
exemption of government securities and salaries or on 
the effects of abolishing that exemption. For statis- 
tical material, I am indebted to old researches by Dr. 
Hardy and others long available to everybody, and 
to the recent statistical analysis by Mr. Henry C. 
Murphy of the Treasury Department. 





Why Exemption Should Be Ended 


On several past occasions I have written in con- 
demnation of the tax exemption of government secu- 
rities.. My objections may be summarized under four 
headings: 

1. The injustice perpetrated as among various classes of 
federal income tax payers and, to a lesser extent, as among 
various Classes of state income tax payers. 

2. The effects on investment tendencies. . 

3. The loss of more tax revenue through the exemption 
than is gained by the lower interest rate. 

_4. The inconsistent distribution of the gains and losses 
involved between the federal government on the one side 
and the state and local governments on the other. 


Injustices Involved 


Tax exemption of governmental securities involves 
injustice only because of the existence of progressive 
income taxes. It is because of the fact that, under the 
present federal income tax schedule, a rich man pays 
72% on the next $250,000 of his income over $500,000, 
and a poorer man pays 17% on the next $4,000 of his 
income over $22,000, that the exemption of interest 
on government securities is worth more, as an instru- 
ment of tax avoidance, to the first individual than 
to the second. 

According to the spread in interest rates between 
highest-grade taxable securities and tax-exempts, 
there will be one group of income taxpayers who stand 





* Based on statement before the Special Committee on Taxation 
of Governmental Securities and Salaries, February 15, 1939. 

** School of Business and Civic Administration, College of the 
City of New York. 

1 The Cost of Government in the United States, 1925-1926 (National 
Industrial Conference Board, New York, 1926), pp. 139-146; American 
Public Finance and Taxation (Prentice-Hall, New York, 1931), 
pp. 151-156; Your Taxes (Doubleday Doran, New York, 1938), 
pp. 149-150; and American Public Finance (Prentice-Hall, New York, 
1938), pp. 616-622. 
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“Tf abolition of the tax- 
exemption privilege were 
accomplished by revising 
the phraseology of the 
federal income tax to con- 
form with the ‘subject 
measure’ principle, the 
precedent of Supreme 
Court decisions would in- 
dicate that the tax could 
be applied to out-standing 
tax-exempts, federal as 


well as state and local.” 
. 





to gain, through tax avoidance, by investing in tax- 
exempts instead of taxable securities, and another 
group who gain nothing or actually lose (if no allow- 
ance is made for the “safe” and “liquid” character of 
government securities) by such investment. If the 
“interest rate differential” between tax-exempt secu- 
rities and the highest grade of taxables were one-sixth, 
under the present federal income tax all recipients 
of more than $22,000 taxable income would gain by 
investing in tax-exempts, while the recipients of less 
than $22,000 of taxable income would lose by such 
investment. At that and higher income levels, the 
profit from tax avoidance exceeds the loss of interest 
income that results from the “interest rate differential.” 
If the “interest rate differential” were one-half, the 
dividing line would be at the $80,000 income level. 
If the “interest rate differential” were three-quarters, 
the dividing line would be at the $1,000,000 income 
level. 

Not only does the existence of tax-exempt secur- 
ities and a progressive income tax establish one class 
of investors who can reap a tax-avoidance profit by 
investment in tax-exempts and another which loses, 
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but it also discriminates as among the investors who 


profit in this fashion. As Mr. Hanes said, in his state- 
ment, 


“The value of the tax-exemption privilege varies widely 
among different purchasers having different incomes; the 
cost of acquiring this privilege, on the other hand, is the 
same to all.”” 

The larger the taxable income of any individual, the 
greater is his tax avoidance by investment in tax- 
exempts. The relative degree of tax-avoidance profit 
to be derived by richer individuals from investment 
in tax-exempts depends upon the degree of progres- 
sion that is embodied in the personal income tax rate 
schedule and upon the “interest rate differential” be- 
tween comparable taxables and tax-exempts. Under 
the present federal personal income tax schedule, and 
assuming a current 3 per cent yield on riskless taxable 
securities and a 2% per cent yield on tax-exempts, a 
man with $500,000 of taxable income saves 77 per cent 
of his potential additional tax by purchasing up to 
$8,300,000 of tax-exempts, whereas a man with $22,000 
of taxable income saves only 3 per cent of his potential 
additional tax by purchasing up to $133,000 of tax- 
exempts. To the extent that Congress seeks to distribute 
the burden of the personal income tax upon a “progres- 
sive” basis, the existence of tax-exempt securities oper- 
ates “regressively” to nullify that intent. Under state 
income taxes, with their more moderate progression, 
the distributional injustice produced by tax avoidance 
through investment in tax-exempt securities is much 
milder, but it is nonetheless present. 


Demand for government securities by investors 
who seek tax exemption raises the price—or what is 
equivalent, lowers the interest return—for investors 
who seek the relative safety and liquidity that such 
securities offer. From this unquestionable fact it is 
frequently argued that tax exemption perpetrates an 
“injustice” upon the “safety” and “liquidity” invest- 
ors.’ This is a weak argument, one that invites side- 

















“TE the governments that issue tax-exempt 
securities gained more, through lower interest rates, than is lost 
to the tax-collecting governments through tax avoidance, we 
might argue, on grounds of expediency, that the profit involved 
offsets the factors of injustice and investment distortion. But 
issuing governments do not gain more than the taxing govern- 
In a country that employs progressive income 
taxes, every tax-exempt bond issued involves a revenue loss 


ments lose. 


that outweighs the interest gain.” 





June, 1939 





forces up the price—that is, lowers the yield—for the 

“safety” and ‘ ‘liquidity” purchasers. But it is equally 
true that the existence of the “safety” and ‘ ‘liquidity” 
demand forces up the price for the “tax- exemption” 
purchasers. There is no justice or injustice involved 
in this—no more than when demand for copper to 
make shells forces up copper prices for electrical users 
of copper, and the demand of the latter forces up 
copper prices for munitions makers. 


Although we may conclude that the feature of tax 
exemption works no “injustice” upon “safety” and 
“liquidity” purchasers of government securities, there 
can be no question but that these latter classes of 
investors would benefit from the abolition of tax ex- 
emption. With the present group of “tax-exemption” 
purchasers out of the market, prices for government 
securities would unquestionably fall—i.e., the issuing 
governments would have to offer higher interest rates, 
To whatever extent, even though slight, the yield on 
governmentals was raised, “safety” and “liquidity” 
buyers would get a better return on their investment. 
To the commercial banks, insurance companies, sav- 
ings banks, and trusts that hold such securities, this 
would be a welcome development. 


Bad Effects of Exemption on Investment Structure 


It is a truism of individual investment policy that 
a substantial reserve of “safe” income-yielding issues 
should be accumulated before a beginning is made on 
the purchase of more risky junior issues. A man with 
moderate means, after covering a reasonable cash ac- 
count, insurance, and possibly home purchase, should 
buy a nest egg of sound “governments” before he 
seeks the more speculative industrial bonds and 
stocks. Conversely, a wealthy individual whose total 
of wealth allows him a wide margin of ultimate values 
against all eventualities, does not need the “safety” 
of government issues. He can, and from 
the standpoint of national economic welfare, 
he should supply the junior capital which pro- 
vides economic initiative and control. 


Some critics of tax-exempt securities 
argue that this means of escape from taxa- 
tion has “turned the exemption market on 
end,” * that it has driven rich men to in- 
vest in “safety” (as an incident to buying 
tax exemption), thereby forcing individuals 
with more moderate means, who should 
not, to invest in “venture.” Such a state- 
ment exaggerates. In the first place, with 
$50,000,000,000 of governmental securities 








issue attacks by proponents of tax exemption. Demand 
for government securities is “joint.” One set of buyers 
purchases government securities for one purpose— 
tax exemption; a second set purchases for a different 
purpose—safety and liquidity. The price of the secu- 
rities—their interest yield—is determined by the joint 
demand operating upon the given supply. it is true 
that the existence of the “tax-exemption” demand 











* Hearings, Special Committee on Taxation of Governmental Secu- 
rities and Salaries, Part I, p. 5. 
3 Tbid, p. 7. 


outstanding (exclusive of public fund hold- 
ings), there is an ample supply to meet 
the needs of all investors who properly seek “safety.” 

And with the “interest differential” between tax- 
exempts and sound taxables now reduced to a trifle, 
because of the tremendous supply of government 
issues and the current low interest level, investors 
with moderate wealth are not being unduly dis- 
couraged by yield reasons from investing in gov- 
ernmentals. Moreover, as study of the composition 


(Continued on page 359) 





‘Ibid, p. 9. 
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F someone asks “What will my income tax be this 
| year if I make $100,000?” the correct answer is: 

“T don’t know.” Even if he asks what income tax 
he will have to pay if he “made” $100,000 last year 
the answer is still the same, because it is necessary to 
determine the source of his income. A man with a 
salary of $100,000 has a problem different from that of 
a man with a salary of $50,000 and a net profit of 
$50,000 realized from the sale of securities he obtained 
a couple of years ago. Given the facts, however, it is 
easy enough (?) to determine his tax for the year 
past, but the size of his contribution to the Govern- 
ment for 1939 lies in the laps of the gods or rather 
the more mortal Congress. 


It is possible that the treatment by an individual 
for federal income tax purposes of profits and losses 
from sales of securities will be changed this year. 
Since 1921, significant changes have been made in 
definitions or rates of tax affecting the following 
periods: 1922, 1923, 1924, 1925-1928, 1929, 1930-1931, 
1932-1933, 1934-1935, 1936-1937, and 1938—ten distinct 
changes in seventeen years. According to the law of 
averages the present laws should stand for another 
year but the odds are against it, the pressing need for 
additional revenue being a more compelling force. 
Can any prophecy as to the effect or amount of any 
change in the law covering gains and losses from the 
sale of securities be made from examination of pre- 
vious revisions of the tax laws since 1921? 

From 1922 through 1933 the net gain from the sale 
of securities held by an individual less than two years 
was taxable at the same rates as ordinary income from 
other sources. Net gain from the sale of securities held 
more than two years was considered a capital gain 
and at the taxpayer’s option could be taxed at a flat 
rate of 1214% instead of at the regular normal and 
surtax rates. In 1922 net losses from the sale of secu- 
rities could be deducted from other income no matter 
how long the securities were held. Commencing in 
1924 however, in the case of a net capital loss, the tax 
was based on the higher of the following two methods: 
either the net loss was deducted from income from other 


* Certified Public Accountant, New York. 


Capital Gains and Losses 


Since 1922 


“Can any prophecy as to the effect or amount of any 
change in the law be made from an examination of 


previous tax law revisions?” 
By R. S. JESSUP’ 


sources and the tax calculated thereon, or the tax was 
based on the other income alone and 1212% of the capital 
net loss was deducted from such tax. 


In 1934 this alternative method was discontinued 
and gains from the sale of securities were taxed at the 
same rates as income from other sources, but the 
amount of the gain “recognized” depended on the 
length of time the securities were held. Thus gains 
from sales of securities held by an individual less than 
one year were 100% taxable; if the holding period 
were from one to two years—80%, from two to five 
years—60%, five to ten years—40% and 30% for more 
than ten years. 


Losses from the sale of capital assets were allowed 
only to the extent of $2,000 plus capital gains. That is, 
if the amount of losses from the sale of securities 
exceeded the gains, then only $2,000 of such excess 
could be deducted from other income by the individual. 


In 1938 another basic change was made. Capital 
gains and losses were divided into two groups—short- 
term and long-term, securities held less than eighteen 
months being in the first category and those held 
longer in the second group. Short-term gains are fully 
taxable and short-term losses may be deducted there- 
from. Any excess of short-term losses is not deductible 
in the current year but may (to the extent of the net 
income) be carried forward and deducted from short- 
term gains in the following year. 


F LONG-TERM gains and losses 6624% are 
taken into account if held for more than eighteen 
months but less than two years, and 50% if held over 
two years. Net long-term gains may be taxed at an 
alternate rate of 30% if a lower tax results. In the 
case of net long-term losses two calculations are nec- 
essary. First, a tax is calculated on the individual’s 
income reduced by the amount of the net long-term 
capital loss taken into account. Second, a tax is cal- 
culated on the income from other sources and from 
this tax is deducted 30% of the net capital long-term 
loss, and whichever method results in a higher tax 
must be used. 


Other changes have been made which affect the 
individual’s gain from security transactions, chief of 
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which are the adjustments of normal and surtax rates 
on income in 1923, 1924, 1925, 1929, 1930, 1932, 1934 
and 1936. 

Thus it is not possible to tell immediately what tax 
an individual has to pay if he “made,” say, $50,000 
from the sale of securities in any particular year, since 
the length of time the securities were held is vital. 
The following tables show the tax payable in each 
year since 1922 in different situations assuming in 
each case that the individual has net income from 
other sources of $50,000 fully taxable and disregarding 
credits for earned income and dependents and personal 
exemptions. 

Table A refers to an individual who “made” $100,- 
000 ; $50,000 from sales of securities and $50,000 from 
other sources. Column (1) shows the tax if the holding 
period of the securities sold were less than one year; 
(2) if it were more than eighteen months but less than 
two years; (3) if it were from two to three years; and 
(4) if it were from five to six years. 


TABLE A 
$100,000 Income Composed of 
$50,000 Income from Other Sources and $50,000 Gain 
from Sale of Securities 














Tax——— 

(1) (2) (3) (4) 

Total Lessthan 18 Mos.- 2-3 5-6 
Years Income 1Year 2Years Years Years 
i _—— $30,300 $30,300 $15,050 $15,050 
saa 28,340 28,340 14,090 14,090 
ee 22,780 22,780 12,550 12,550 
1925-1928 ... 16,440 16,440 11,510 11,510 
1929 . aes 15,440 15,440 11,010 11,010 
1930-1931 ... 16,440 16,440 11,510 11,510 
1932-1933 ... 30,300 30,300 15,050 15,050 
1934-1935 ... 32,000 26,600 21,700 17,220 
1936-1937 ... 34,000 28,100 22,600 17,660 
. os 34,000 19,700 17,200 17,200 
Total .... $1,700,000 $422,100 $385,200 $257,660 $238,820 


% of Tax 1922-1938 on 
Total Income ...... 25 23 15 14 


Table B refers to an individual who “made” $50,000 
net as follows: $50,000 from other sources, $50,000 
gain from securities held less than one year, and a loss 
of $50,000 from securities held for various periods of 
time. Column (5) shows the tax if the loss were de- 
rived from securities held less than one year; (6) if 


TABLE B 


$50,000 Income Composed of 
$50,000 Income from Other Sources, $50,000 Gain from Sale 
of Securities Held Less Than One Year and $50,000 
Loss from Sale of Securities Held for 
Various Periods 

















6 8 

Total Lessthan 18 Mos.- {3 2 
Years Income 1Year 2Years Years Years 
ne $8,800 $8,800 $8,800 $8,800 
n923.... 7,840 7,840 7,840 7,840 
1924 .. , 6,300 6,300 16,530 16,530 
1925-1928 .. 5,260 5,260 10,190 10,190 
1929 . iY 4,760 4,760 9,190 9,190 
1930-1931 ... 5,260 5,260 10,190 10,190 
1932-1933 ... 8,800 8,800 24,050 24,050 
1934-1935 ... 9,700 13,220 17,220 21,700 
1936-1937 ... 9,700 13,360 17,660 22,600 
ee 9,700 24,000 26,500 26,500 
Total . $850,000 $125,360 $154,020 $247,860 $266,700 


% of Tax 1922-1938 on 
Total Income . oa 1 


ow 


18 29 31 








the loss were derived from securities held more than 
eighteen months but less than two years; (7) if the 
holding period were from two to three years; and (8) 
if it were from five to six years. 

Table C refers to an individual who “made” nothing 
but who had $50,000 income from other sources and 
a loss of $50,000 from the sale of securities held as 
follows: (9) less than one year, (10) eighteen months 
to two years, (11) over two years. 


TABLE C 
No Income 
$50,000 Income from Other Sources and $50,000 Loss 
from Sale of Securities 








(9 (10) (11) 
Lessthan 18 Months- Over2 
Year 1 Year 2 Years Years 
DEI. Soe ee et eae |||! em aoe 
Se err re ae $ 50 
ee cee ||| Gahan ; 
oe | ee oe re ne 2,550 
6) 3) —_—— a $ 9,080 $ 9,080 9 080 
RO Sree es ea 9,700 1,520 3,070 
TE Sree $46,020 $37,840 $44,540 


From Table A it is apparent that the longer a 
security is held from whose sale a gain is realized the 
less will be the tax. Further, that each year to 1929 
the tax decreased, increased through 1937, and remained 
the same or decreased in 1938. 


In Table B the longer the holding period the less 
is the credit allowed for security losses. For securities 
held less than two years the annual tax follows the 
pattern of Table A but in the case of securities held 
for a longer period, the tax rate increased, naturally, 
in 1924 due to the change in the law discussed above. 


In Table C, (11), a tax was payable in 1924, 1932 
and 1933 because the rate of tax on the $50,000 “other” 
income was in excess of the deduction of $6,250 (1214% 
of the loss of $50,000). From 1934 to 1937 the loss 
allowed was only $2,000. In 1938 (9) no deduction 
for the loss was allowed. In (10) the tax is calculated 
on $50,000 less 6624% of $50,000 loss (which is the 
higher of the two methods to be employed) and in 
(11) the tax is based on $50,000 less 50% of the 
$50,000 loss. 

It is interesting to note the varying change in the 
amount of tax between the years 1922 and. 1938 as 
shown in Table D. Whereas an individual with $50,000 
“other” income and $50,000 gain from the sale of 
securities held less than one year, a total of $100,000, 
had a tax of 30% in 1922, he would pay 34% in 1938, 
and an individual with the same income but in addition 
a loss of $50,000 from the sale of securities held over 


TABLE D a 
————Tax——_—___—__ Change 
Amount Rate Amount Rate  In- De- from 
Income 1922 % 1938 % crease crease 1922 
$100,000 (1) $30,300 30 $34,000 34 $3,700 ..... 12 
100,000 (2) 30,300 30 19,700 20 ..... $10,600 —35 
100,000 (3) 15,050 15 17,200 17 2,150 ..... +5 
100.000 (4) 15850 15 172400 i7 2150 ..... +15 
50,000 (5) 8800 18 9,700 19 ee +10 
50,000 (6) 8800 18 24000 48 15,200. ..... +173 
50,000 (7) 8800 18 26,500 53 17,700. ..... +200 
50,000 (8) 8800 18 26,500 53 17,700. ..... +200 
ery (9) a ee 9,700 9,700 Ath Oui 
o> CO See wei 1,520 i 
. (il) 3,070 Ci) ae 


- (Continued on page 368) 
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Some Tax Considerations in the 


PREPARATION OF WILLS AND DEEDS 


ILLS and deeds of 
V V gift will cause heavy 

and unnecessary tax 
burdens unless careful con- 
sideration is given to the 
various tax consequences 
which may follow the prop- 
erty transfers which they 
accomplish. Attorneys are 
being severely criticized by 
tax-conscious beneficiaries, 
despite the fact that their 
testators or donors probably 
did not request tax counsel 
and would have objected to 
more than a nominal fee for 
the preparation of their in- 
struments. If the legal pro- 
fession is to retain the con- 
fidence of the public in 
estate matters, it must in- 
vestigate the potential tax 
liabilities which are inherent 
in every will and deed of 
gilt. 

An elderly gentleman 
called on the writer a short 
time ago because an Inter- 
nal Revenue Agent had pro- 
posed a gift tax assessment 
against him. This gentle- 
man had handed over to his 
two daughters some $200,000 
in bearer bonds which had 
been included in the estate 
of his recently deceased wife. 
It developed that the daugh- 
ters were married but still 
needed financial assistance 
trom their parents and the 
mother had planned to give them these bonds just 
before her last illness. However, the mother had 
executed a will several years before her death leaving 
everything to her husband, who “would provide for 
our daughters and their families.” Of course, both 
the estate tax and the gift tax were collected on the 
two transfers of these bonds, but if the attorney who 
drew the wife’s will had considered the tax conse- 
quences of that instrument a gift tax of $5,425 or a 
much larger estate tax would have been saved. The 
father was wealthy, and it would have been most 
uneconomical for him to own the bonds. Many other 
cases of unnecessary tax payments which have been 
caused by unconsidered wills and gifts could be cited. 


_It frequently happens, of course, that practical con- 
siderations make it advisable to pay more taxes than 





* Attorney at Law and Certified Public Accountant, Philadelphia. 


By JOSEPH J. PUGH* 


“Many wills and deeds of gift are causing heavy 
and unnecessary tax burdens because they have 
been drawn without regard to the tax con- 
sequences which follow the property transfers 
which they accomplish.” 


Joseph J. Pugh 
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are necessary. Parental con- 
trol of children may be lost 
if they are provided with in- 
dependent incomes. Protec- 
tion against possible finan- 
cial reverses may preclude 
present final and irrevocable 
gifts. But even in these 
cases the beneficiaries are 
likely to blame the lawyer 
who drew the will or deed 
for failing to minimize their 
taxes. In order to avoid 
criticism, attorneys must vol- 
unteer counsel concerning 
the tax consequences of all 
wills and deeds of gift be- 
fore they are executed. 

The basic tax considera- 
tions in these cases involve 
three fundamental principles 
of our taxing system—-each 
transfer of the same prop- 
erty is taxed separately; 
our taxes are imposed at 
graduated rates ; and capital 
gains and losses are de- 
pendent upon “cost”, which 
in turn depends upon the 
method by which the prop- 
erty was acquired by the 
seller. A will or deed which 
effects a gratuitous transfer 
of property should be so 
drawn that the property 
transferred will be subjected 
to only one transfer tax; the 
total gift and estate taxes 
upon all of the transferor’s 
property and the annual 
income taxes of both the transferor and the trans- 
ferees should be confined to the lowest possible 
brackets ; and taxable gains or deductible losses from 
sales of the property either by the transferor or trans- 
ferees must be considered. It is the writer’s purpose 
to merely recall fundamental principles of taxation 
which may be expected to remain in the law, in the 
hope that today’s wills and deeds will prove to be 
tax-wise a few years hence. Although many tax- 
avoidance schemes have passed the scrutiny of the 
courts, they are not discussed here for the reason that 
experience indicates they will not stand the test of 
time. Legislators plug “loopholes”, and the courts 
over-rule borderline decisions. 

Many of the unnecessary tax burdens in these will 
or deed cases have been attributable to the attorney’s 
lack of factual information and not to ignorance of the 
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tax law. Although a lawyer is often reluctant to seem 
to pry into a client’s intimate personal affairs, he can 
not give counsel concerning the tax consequences of 
a will or deed if he merely follows a client’s instruc- 
tions with respect to the disposition of his property. 
A client’s estate should be analyzed and his income 
tax returns for previous years should be reviewed. 
A similar investigation should also be made into the 
affairs of the proposed beneficiaries. The life 
expectancies of all concerned should be considered to 
determine the likelihood of future transfers of the 
same property and the taxes which may result from 
such transfers. Then the attorney can advise his 
client as to the probable tax consequences of the 
proposed will or deed and suggest methods for minimiz- 
ing these taxes. 


Multiple Taxation of the Same Property 


Attorneys must be especially alert, when drawing 
wills or deeds, to the possibility that the same prop- 
erty of a client may be subjected to more than one 
transfer tax. Double taxation frequently results from 
the common practice of a husband or wife’s providing 
by will that everything shall pass to the surviving 
spouse. As illustrated above, the estate of the first 
decedent will be subjected both to the estate tax and 
to the full burden of the gift tax if the survivor gives 
it away. No deduction or credit is allowed for the 
estate tax which has been paid on the donated prop- 
erty in computing the gift tax, and the full burden of 
a second estate tax will be imposed upon this prop- 
erty when the survivor dies if he has lived for five 
years after his spouse’s death and still retains the 
property or the proceeds from its sale or other dis- 
position. If the surviving spouse dies within five 
years, a limited deduction from the survivor’s gross 
estate is allowed on account of property included 
therein which can be identified as having been taxed 
as part of the estate of the first decedent, but the 
limitations on this deduction render it impossible to 
avoid some double taxation of the same property even 
in this situation. 


Multiple taxation of the same property also occurs 
where there are gifts in contemplation of death or 
where a donor retains the income from donated prop- 
erty during his life. Both the gift tax and the estate 
tax are imposed with respect to the same property. 
Although a gift tax credit is allowed against the fed- 
eral estate tax in such cases, this credit operates to 
reduce the 80% credit for state inheritance and estate 
taxes and may, therefore, be of slight benefit to the 
decedent’s estate. Even where gift property is not 
includible in the donor’s estate care should be taken 
that the donee will not be subjected to gift or estate 
tax with respect to such property where it may be 
expected to pass to others within a few years either 
through gifts by the donee or because of his death. 

The remedy for this multiple taxation of ‘transfers 
of the same property is for the will or deed to provide 
for the ultimate disposition of the property through 
the creation of trusts, instead of permitting it to pass 
outright to the primary beneficiary. 
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Graduated Tax Rates 


Federal income, estate, and gift taxes are firmly 
founded on the principle of “ability to pay,”—rates of 
tax are progressively increased as the amount of a 
person’s income or the size of his estate increases. 
Concentration of income or principal in the hands 
of one taxpayer results in the highest possible income 
and estate taxes. Thus, the principal tax considera- 
tion in connection with the disposition of all or a 
portion of a person’s estate is that the estate be 


divided among as many taxpayers as possible, as soon 
as possible. 


Present gifts of a portion of an estate to the ultimate 
beneficiaries may avoid heavy top bracket estate tax 
on the property given away and top bracket income 
tax on the annual income from the donated property. 
In the ordinary case, the gift tax will be negligible 
when compared with the saving in estate tax, because 
an additional $40,000 exemption is allowed and the 
excess over this amount will be taxed in the lowest 
gift tax brackets as compared with the elimination of 
estate tax in the highest brackets. In computing the 
tax saving from inter vivos gifts, state inheritance 
taxes should be added to the reduction in the federal 
estate tax. 


When an attorney is requested to draft a will he 
should ascertain whether some of the client’s present 
income is regularly paid over to or used for the benefit 
of others. It is quite possible that these beneficiaries 
might receive such income directly, through present 
gifts of a portion of the client’s principal, instead of 


having it filtered through the client’s high surtax 
brackets. 


If the will or deed provides for trusts, the attorney 
should endeavor to avoid the higher surtax brackets 
on the trust income. This income may be taxable 
either to the trustee or to the beneficiaries, depending 
upon the provisions of the trust instrument. Income 
which is distributable to the beneficiaries is taxable to 
them, but losses or expenses which are charged against 
corpus are deductible only by the trustee. 


The annual income of a proposed trust should be 
estimated and the provisions for income distributions 
to beneficiaries should be so drawn that too heavy an 
income tax burden is not shifted unnecessarily to 
the distributees. If it is desirable for the beneficiaries 
to receive annual distributions which are not subject 
to income tax in their hands, the instrument may pro- 
vide for fixed annuities which are not restricted to the 
trustee’s income but are made payable out of corpus, 
if necessary. Such distributions are treated as prin- 
cipal in the hands of the beneficiaries and the trust’s 
income is taxed to the trustee.” 


In this connection, it should be remembered that 
an income beneficiary of an estate or trust may assign 
his income and thereby render the income taxable to 
the assignee instead of to himself. Thus, where a 
father was the income beneficiary of a testamentary 
trust and irrevocably assigned definite portions of this 
income to his children, he ceased to be a beneficiary 
of the trust with respect to the assigned interests and was 





1 Helvering v. Pardee, 290 U. S. 365; Duncan et al. v. Commis- 
sioner, 34 BTA 999, affd. 91 F. (2d) 1012, certiorari denied. 
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not liable for any tax on that income.” 
the Supreme Court said: 


In this case 


“The one who is to receive the income as the owner of the 
beneficial interest is to pay the tax. If under the law govern- 
ing the trust the beneficial interest is assignable, and if it 
has been assigned without reservation, the assignee thus 
becomes the beneficiary and is entitled to rights and remedies 
accordingly.” 

In its opinion the court distinguished those cases 
which held earnings taxable to the one who earns 
them and followed the general rule that income tax 
liability attaches to ownership. The assign- 
ment and the resultant tax saving would 
not have been possible if the husband’s 
will had contained a “spendthrift” clause, 
nor could the father have shifted the tax 
burden if the income had been used to dis- 
charge his obligation to support his children. 

If a trustee’s allowable deductions exceed 
his gross income, the resultant loss creates 
no tax benefit for anyone. There is no pro- 
vision in the Revenue Acts for the appor- 
tionment of the losses of a trust among its 
beneficiaries. A trust is treated as a sep- 
arate taxable entity and not merely as a 
conduit through which the income and de- 
ductions of its beneficiaries flow, as in the 
case of a partnership. There have been 
a number of decisions by the courts and the 
Board of Tax Appeals holding that losses of a trust 
may not be offset against the incomes of its beneficiaries.* 

In estimating the annual net income of a trust, dis- 
tributions of income to beneficiaries must be included 
among the allowable deductions. In the case of Augusta 
Bliss Reese v. Commissioner,* the trust instrument 
provided that the income should be distributed to the 
life tenants without reduction for the trustee’s com- 
missions, although such commissions were, of course, 
allowable deductions by the trustee. The Board held 
that the distributable income (gross income) was all 
taxable to the beneficiaries, despite the fact that it 
exceeded the ordinary net income of the trust. 

The writer recently had a case where a testator 
created two trusts, one for his securities and the other 
for his real estate, and provided that the income from 
each trust should be distributed to the same bene- 
ficiaries. These beneficiaries were taxed on all of the 
income from the securities trust, despite the fact that 
the real estate trust had large losses. Incidentally, 
the real estate trust’s losses did not include any de- 
preciation or depletion, for these items were deductible 
by the life tenants under Sections 23(1) and (m) of 
the 1936 law. 


Basis for Future Gain or Loss 


Whenever an inter vivos transfer of property is 
contemplated, the taxable gain or loss which will 
result from the sale of that property by either the 
present owner or the contemplated transferees must 


* Blair v. Commissioner, 300 U. S. 5. 

* Balkwill v. Commissioner, 25 BTA 1147, aff'd 77 Fed. (2d) 569, 
certiorari denied, Busch et al. v. Commissioner, 50 Fed. (2d) 800; 
Law et al. v. Commissioner, 20 BTA 354; Studebaker et al. v, 
Commissioner, 2 BTA 1020. 

‘30 Sra. 1, 
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be considered. In some cases appreciation or deprecia- 
tion which has accrued to the present owner may be 
realized most advantageously through sale by him. 
In other cases, it may be best for the donee to realize 
on the donor’s appreciation, or it may be advisable 
for the property to be retained until death in order 
that all income taxes on appreciation may be avoided. 

The basis for computing gain or loss from the sale 
of property is dependent upon how the property was 
acquired by the seller. If it was acquired by bequest, 











The attorney called upon to draw a will 


or deed must counsel his client upon the tax consequences of 
the proposed transfers. He must first ascertain all of the per- 
tinent facts concerning his client, his client’s estate, and the 


proposed beneficiaries. Then he should so arrange the property 
transfers that duplicate transfer taxes will not be imposed and 
the higher estate, gift and income tax brackets will be avoided, 
bearing in mind at all times the possibilities of taxable gains 
or deductible losses from sales of the property. 





devise, or inheritance the basis is the value of the 
property on the date of the decedent’s death. But if 
the title to the property can be traced to a gratuitous 
transfer prior to the transferor’s death, the basis can 
not exceed that of the transferor. Thus, when a donee 
sells property he will be taxed on appreciation which 
accrued to his donor. But where property has de- 
preciated in a donor’s hands none of that depreciation 
will be available to a donee for income tax purposes. 
A donee’s basis for determining losses is the donor’s 
basis or the fair market value of the property at the 
date of the gift, whichever is lower. 


The fact that property held by a donee was included 
in his donor’s estate for the purposes of estate or in- 
heritance taxes has no bearing upon the tax basis for 
that property in the hands of the donee. If the bene- 
ficiary received the property through an inter vivos trans- 
fer in contemplation of death, or intended to take effect 
in possession or enjoyment at or after death, he did 
not acquire it by bequest, devise, or inheritance. A\l- 
though the fair market value of the property at 
decedent’s death was subjected to estate tax, the 
beneficiary must go back to the cost to the decedent 
to arrive at his basis for the property. The only ex- 
ception to this rule is where a settlor retains the 
trust’s income until his death and the right, at all 
times, to revoke the trust. 


This problem of basis in connection with the dis- 
tribution of estates is seldom discussed by the Board 
or the courts because the law seems to be perfectly 
clear. The writer recently had a case where a taxpayer 
had sold securities received by her upon the death of her 
mother in 1935. These securities were valued at more 
than $200,000 in 1935 and were taxed as part of the 
mother’s estate by both the federal and state taxing 
officials. The taxpayer had used the values shown in 

(Continued on page 370) 

























































































































































































































































































GERHARD COLM* 


Discusses 





The Basis of 
Federal Fiscal Policy“ 


different criteria can be applied. On the one hand 

there are certain preconceived notions regarding 
a desirable development of taxation and expenditures, 
and it may be asked how far the policy helped to 
achieve these goals. There are on the other hand fac- 
tual circumstances to which the fiscal policy was im- 
pelled to respond. Recent fiscal policy must be 
understood more as a reaction to the Great Depres- 
sion than as a deliberate step toward the realization 
of a preconceived goal of an “ideal” fiscal system. 


If we study the speeches of the President during 
his first presidential campaign, if we study his previ- 
ous political record, we can more or less conjecture 
what his ideas of a good fiscal policy have been in 
the past. We see a statesman who pledged economy 
in public budgets; who believed in a federal policy 
which should not encroach on the realm of state and 
local jurisdiction; who recommended a progressive 
tax policy which meant in his eyes a tax system in 
which progressive income and inheritance taxes 
should play an increasing role. 

The fiscal policy, however, had to be executed in 
the greatest economic depression that ever occurred 
in the United States. One of the first actions of the 
President after his inauguration was his request for 
authorization to curtail expenditures (Economy Act 
of 1933)—a step which indicated that the tremendous 
increase in spending certainly did not correspond to 
any preconceived ideas of fiscal policy. Yet now, in 
the seventh year of this administration, expenditures 


[ N ANALYZING recent federal fiscal policy two 
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** Based on an address delivered before the meeting of the Na- 
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and deficits already reach levels without precedent in 
any peacetime period in the United States. And while 
the federal debt proper and the debts guaranteed by 
the Federal Government are rising, at the same time 
states and municipalities were able to reduce their 
debt only because the Federal Government partly took 
over functions which previously had been regarded 
as local functions, or else it aided in their financing, 
This again happened not because of any deliberate 
policy but because of the impact of the depression. 
And finally, while rates of progressive income taxes 
were increased and loopholes closed, the proportion- 


ate share of these taxes in the whole revenue system 
declined. 


The federal fiscal policy perhaps appears inconsist- 
ent and irrational because it is a mixture of traditional 
notions of a good fiscal policy, and the response to 
the dictates of a grave economic depression. Here to 
my mind lies one of the problems of our times: 
that there is such a cleavage between the notions 
still held regarding a good fiscal policy and the re- 
quirements of practical action in a _ depression. 
Should we accept it as a sad but inevitable fact that 
a depression, like a war, must make us suspend all 
our principles of “sound” public finance? I am afraid 
that would mean suspending “sound” principles of 
public finance more or less indefinitely. Perhaps we 
should realize that we are living in a period of eco- 
nomic instability, and that we should devise such 
principles of public finance as are compatible from 
the outset with an economic policy designed to sup- 
port economic stability. From this point of view | 
shall try to re-examine a few of our time-honored 
principles of public finance in order to find out what 
a “sound” fiscal policy requires,—if we define sound 


fiscal policy as one which is consistent with a “sound” 
economic policy. 


Sound Fiscal Policy vs. a Balanced Budget 


No principle of public finance has been violated so 
much as the dogma that “sound” fiscal policy re- 
quires a balanced budget. It has often been said that 
the federal spending policy has been based upon the 
“pump-priming” theory. I believe that with or with- 
out this theory the government would have been com- 
pelled to aid farmers, homeowners, and the unem- 
ployed in their distress, and I believe that with or 
without this theory the government would not have 
been able to collect through taxation alone all the 
revenue needed to meet these expenditures. That 
the “pump-priming” theory was not the main basis 
of the federal policy is indicated by the fact that about 
10 billion dollars have been spent for replacing pri- 
vate debts by government debts (or debts guaran- 
teed by the government). Nobody could expect that 
this replacement of, for example, private mortgages 
by mortgages of federal land banks could have any 
“pump-priming” effect. Likewise, the huge disburse- 
ment induced by the veterans’ bonus in 1936 could 
hardly be interpreted as an appropriate application 
of the “pump-priming” theory. 

Of course, it is true that the spending policy which 
was forced upon the government by the exigencies vi 
the depression helped more than anything else to pul! 
the country out of the depth in 1934 to 1936 and 
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again in 1938. Yet it was done without any clear 
idea of what the implications of successful “pump- 
priming” are Neither the timing nor dosing of ex- 
penditures was dictated by considerations of the 
theory, nor were other measures in the field of price, 
wage and tax policies enacted which are necessary in 
order to make “pump-priming” successful. The 
spending of the year 1938-1939 only can perhaps be 
regarded as a deliberate recovery policy. In his mes- 
sage of January 5, 1939, the President for the first time 
officially acknowledged the “pump-priming” concept 
as a basis for his fiscal policy. It is not clear whether 
the spending was thought of as a merely temporary 
measure (“pump-priming” in the strict sense of this 
metaphor) or as a permanent measure. The two 
policies are quite different and have contrary implica- 
tions: e. g., in Germany, full employment of all pro- 
ductive factors was the by-product of a policy of 
permanent public spending, while private investments 
were drastically throttled. The very term “pump- 
priming” suggests the opposite method. Under it 
private investments should be, not impeded, but 
stimulated in order to create employment opportuni- 
ties. Under it spending is designed to lift consumer 
purchasing power and thereby to make new private 
investments profitable again. Such a policy requires 
careful timing and dosing, and it must be integrated 
into the recovery program as a whole. “Sound” fiscal 
policy in my opinion requires devices which make 
such an integrated recovery policy possible. 

It is the task of a budgetary reform to satisfy at 
the same time the requirements of economy in public 
administration and also the need for flexibility in 
government outlays. The solution lies, to my mind, 
in the elimination of long-run projects from the “ordi- 
nary” budgets and their incorporation into a budget 
of capital outlays. In the ordinary budget the great- 
est economy should be exercised in prosperity as 
well as in depression periods. Simultaneously, Con- 
gress assisted by the administrative departments 
should prepare a five-year program of useful govern- 
ment projects for soil conservation, road construc- 
tion, recreational and educational facilities and ex- 
traordinary measures of national defence. This 
budget should be voted on each year for the next five 
years similarly to the method prescribed by the City 
Charter of New York. Then a committee in which 
the various departments concerned with recovery 
policy and the Federal Reserve Board are represented 
should decide on the timing of these investments. 
This procedure would allow a great flexibility in the 
spending policy without impairing legislative control 
of all government outlays and without inviting waste 
or political misuse in government spending. In this 
context attention may be drawn to plans elaborated 
by the Planning Board of Massachusetts for co6rdi- 
nating local outlays as well to timed government out- 
lays on a national scale. It should be regarded as 
“sound” fiscal policy to have the ordinary budget 
balanced over an average of several years, while there 
are no principal objections against financing the long- 
Tun projects by credit. The debt burden, however, 
should increase only in proportion to the increase in 
national income, so that it does not imply constantly 
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rising tax rates. Such principles have the advantage 
of not needing to be suspended in a period of depres- 
sion, but of fitting each phase of the business cycle. 


Sound Tax Policy 


As a deliberate simplification it could be said that 
the government responded to the demand for increas- 
ing expenditures without much resistance and tried to 
produce a really balanced budget only during a short 
episode in 1937. In the field of taxation, however, the 
President struggled against the impulsions of the 
depression, trying to pursue his old ideal of a good 
tax system. As has been said, an ideal tax system was 
regarded as one in which progressive taxes represent 
a large share of the revenues. These taxes declined 
from 68% of the tax revenues in 1930 to 31% in 1934. 
This was due to the fact that progressive income and 
inheritance levies are the most sensitive of all taxes 
and decline more than any other in a depression. So, 
year after year, the administration proposed higher 
income taxes and tried to make the progressive rates 
more effective by remodeling the capital gains tax in 
1934 and by introducing an undistributed profits tax 
in 1936. Yet, despite all these measures, even in 1937 
the progressive taxes amounted to only 49% of the 
total federal tax revenues (or 53%, after elimination 
of the payroll taxes from the total). 


The tax reforms of the years 1934 and 1936 cer- 
tainly had merits from the point of view of a long-run 
tax reform. The taxation of capital gains and undis- 
tributed profits will have its place in a future tax 
system. Yet these taxes exert such an influence on 
the flow of capital that a modern tax system cannot 
disregard the situation on the capital market that may 
result therefrom. The tax policy of these years did 
not pay any attention to these influences and was not 
coordinated with the administrative efforts to bring 
about recovery. It is a moot question whether the 
“recession” of 1937-1938 can be attributed solely or 
partly to the unfavorable effects of these taxes on the 
flow of capital. It has been shown that in 1936-1937 
there was more of a lack of business seeking capital 
rather than a lack of capital supply. Yet assuming 
that recovery would not have been interrupted by 
other factors, then sooner or later a demand for new 
equity capital would have developed and sooner or 
later a lack of an adequate capital supply might have 
made itself felt. Here we are by no means concerned 
with an insufficient total amount of capital supply. 
If we look at investments and savings as a whole, I 
am much more concerned about the danger of over- 
saving than about any threatening lack of capital. 
The question is whether the tax system does not 
change the qualitative composition of capital supply 
in such a way that difficulties in equity financing must 
be expected. 

The Revenue Act of 1938 tried to correct this situa- 
tion.2, Yet the flow of capital into new ventures was 
not restored as had been predicted by the sponsors of 
the tax revision. Does this prove that it was wrong 
to expect that a tax policy could support recovery? 

1 Cf. Colm-Lehmann, ‘‘Economic Consequences of Recent American 
Tax Policy,’’ Social Research, Supplement I, 1938. 


2 Cf. G. Colm, ‘‘The Revenue Act of 1938,”’ in Social Research, Sep- 
tember, 1938, 
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To my mind it proves only that the tax revision was 
not yet consistent enough and also that it was still 
an isolated step, when a whole series of measures was 
necessary. 

It was expected, e. g., that wealthy capitalists under 
the provisions of the Revenue Act of 1938 would be 
anxious to buy stocks of new companies in the ex- 
pectation of an increment in value rather than high 
dividends. This, it was hoped, would restore the 
supply of venturesome capital. But, first, the wealthy 
investor need not run the risk of such ventures so 
long as he can minimize his tax bill by the much 
simpler method of buying tax-exempt securities. Sec- 
ond, such a behavior of investors presupposes that 
they already see signs of a favorable business 
development. 

At the present time tax revision is again suggested 
as a necessary recovery measure. The new proposals 
differ in one important point from the proposals which 
led to the Revenue Act of 1938. At that time the 
revision was designed to adjust the tax system with- 
out reducing revenue to a substantial degree. Now 
it is proposed to lower the tax rates, expecting a 
higher revenue from an increase in business activity. 
Proponents of such further tax reductions thereby 
accept huge deficits for the moment as desirable or 
unavoidable. But they recommend that deficits 
should result not only from increased outlays but 
rather from deliberate tax reductions. 

I am unable to analyze in this paper the probable 
effects of tax reductions in various phases of the busi- 
ness cycle. I must draw attention, however, to the 
fact that much depends on which taxes are lowered. 
By reductions in individual and corporate income 
taxes, the capital supply would be strengthened ; from 
a reduction of tax rates which form a cost element in 
production (for instance, payroll taxes), a cost reduc- 
tion can be expected; by a reduction of excise taxes 
on articles of mass consumption, the consumers’ pur- 
chasing power may be increased. 

It appears to me desirable to consider flexible tax 
rates as well as flexible public outlays in a deliberate 
cyclical policy. Yet not too much should be expected 
from flexible tax rates. Income tax reductions may 
facilitate the financing of industrial expansion, if there 
is a demand for the products of new industrial plants. 
Otherwise such a policy may lead to an increase in 
idle funds with its deflationary effect. Cost taxes do 
not form such a substantial element in the whole of 
industrial costs that very great effects can be expected 
from a reduction, for instance, of payroll taxes. Spe- 
cific reductions of property taxes for houses built in 
a depression period, for instance, may carry greater 
weight. As far as the strengthening of mass purchas- 
ing power is concerned, direct disbursement in the 
form of wages to unemployed engaged in public 
works seems preferable to a policy of stimulating 
consumption of mass luxuries by tax reduction. 

A tax revision in itself cannot turn the tide of busi- 
ness. It can be, however, a very essential supporting 
factor, if a recovery is initiated by other measures. 
The idea that a tax policy should be based on merely 
fiscal considerations without concern for the economic 
repercussions appears to me as wrong as the notion 
that it is possible to steer the business cycle solely 
by tax devices. 
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Tax System of the Future 


For a dicussion of a federal fiscal policy it is neces- 
sary to envisage a tax system of the future, even if it 
will take a long time for the realization of such a 
rational system 

A comprehensive program of tax reform must be 
combined with an overhauling of the fiscal relations 
between the federal, state and local governments, 
The present order (or disorder) developed in periods 
of relatively moderate tax rates. Overlapping taxa- 
tion, tax competition among various jurisdictions, and 
tax loopholes become serious impediments under the 
present rates. It would be an ideal solution to have 
all individual income and inheritance taxes levied on 
a national basis. These tax sources, which have the 
greatest merits from the point of view of “distributive 
justice,” cannot be used up to the psychological, eco- 
nomic and fiscal limits as long as in some states state 
taxes are added to the federal taxes and in other states 
not, as long as states try to induce wealthy people 
to live and die within their boundaries by offering 
lower rates than other states. If the federal estate 
and income taxes should be extended to include the 
middle brackets, the last rational argument for state 
taxes of this kind would be removed. 


One reason why state legislators dislike the idea of 
giving up these taxes has to do with the very notion 
that individual income and estate taxes are the really 
“good” taxes, and the state legislators do not want to 
be confined to the use of sources which do not have 
the same merits or are even regarded as reactionary. 
Here, to my mind, lies one of the greatest shortcom- 
ings in the recent development of public finance, both 
in its scientific utterances and in the more popular 
arguments. It is this notion that income and in- 
heritance taxes are the good taxes, that certain excise 
taxes on mass luxuries are tolerable, and that while 
we cannot do entirely without land taxes, yet there 
is really no room for general business taxes in a mod- 
ern tax system. Business taxes are often regarded as 
an antiquated residual from the old “ad rem” taxes 
which should be eliminated as quickly as possible. 


It is recognized indeed that corporate income taxes 
are justified, but this recognition comes mostly on the 
grounds of an erroneous application of the “ability to 
principle to corporations through their legal 
personification. Certainly no modern tax system is 
conceivable without corporate profit taxes. Corpora- 
tions ought to pay a tax for the privilege of doing 
business in corporate form. It might be worthwhile 
to suggest the development of two types of corpora- 
tions. One type (preferably with federal incorpora- 
tion) would have all the privileges of interstate 
businesses and interstate admission of stocks to pub- 
lic sale; the other would have only restricted priv- 
ileges. The first category should be taxed more 
heavily and should pay an undistributed profits tax. 
For corporations with access to the public capital 
markets an undistributed profits tax will not curtail 
the possibilities of development and should therefore 
meet much less objection than the undistributed profits 
tax in its original form under the Revenue Act of 1936. 
(Continued on page 369) 
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Section 820 of 


THE REVENUE ACT OF 1938 


Just as a war to end 
wars may become the mechanism for 
setting-off brand-new wars, so the 
war to end statutory inconsistencies 
will probably become the mechanism 
for starting a brand-new group of 
inconsistencies. 


By J. S. SEIDMAN ** 


ECTION 820 wages war against inconsistencies. 
Its artillery is turned on the taxpayer and gov- 
ernment alike. The taxpayer is fired on to 

prevent him from getting double deductions. The 
government is assaulted where heretofore it may have 
been able to get by with taxing the same item twice. 

The underlying philosophy is simple: Just as in 
international affairs, it is believed that if you take the 
profit out of war, you may end war; so it is believed 
that if you take the profit out of inconsistencies in 
income taxes, you may end inconsistencies. Hence, 
this provision. 

The section is ponderously titled “The Mitigation 
of the Effect of Limitations and Other Provisions in 
Income Taxes”, but we can come to better grips with 
the workings if we look upon it merely as an excise 
tax on the right to be inconsistent. Restitution for our 
inconsistencies measures the amount of the excise. 

What do we mean by being inconsistent? Carrying 
out the war analogy, perhaps a good illustration is 
the story of the two fellows who were in the front 
line trenches, and were about to go over the top. One 
fellow was very nervous. The other was calm. The 
calm one had it all figured out. He knew he could 
go over and come back safely. He had a foolproof 
system. Since bullets travel in a straight line, all he 
had to do was zigzag between the enemy bullets, and 
the bullets would never touch him. 

They went over the top, and in twenty minutes they 
both got back to their trenches, but the ingenious devisor 
of a means of coming through a war without being 
touched had been thoroughly torn by shrapnel. His 
buddy asked, “What happened with that system of yours 
of zigzagging between the bullets? 

“There is nothing wrong with the system,” he re- 
plied. “The trouble is that I zigged when I should 
have zagged, and zagged when I should have zigged.” 

And so with income taxes, if the taxpayer or the 
government zags when it should zig, there is an in- 
consistency, and Section 820 calls upon the zigzagger 
to make restitution. 


* Based on an address before the Convention of American Institute 
of Accountants at Cincinnati, Ohio. 

** Certified public accountant; member of the New York Bar; 
author of Seidman’s Legisiative History of Federal Income Tax Laws. 
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The opportunity for zig- 
zagging in income taxes is 
legion. The argument is 
not always whether an item 
is taxable. Very frequently 
our controversy has to do 
with the question of when 
itis taxable or to whom it 
is taxable. The “when” and 
“to whom” questions make 
fertile territory for incon- 
sistencies. Attributing in- 
come or deduction to another 
taxpayer or a different year, 
is a popular pastime in bat- 
tling refunds or additional 
assessments. 

Let us go into this a 
bit deeper. Insofar as the 
“when” aspect is concerned, 
Section 820 attempts to 
straighten out the inclusion 
in income or the exclusion from income of the same 
item in two different years. It also deals with the 
allowance of the same deduction or credit in more 
than one year. The section operates, too, when there 
is a shift of position on the “basis” of an asset as be- 
tween the year the asset is acquired, and the year 
itis sold. Finally, it deals with certain special situa- 
tions that permit time inconsistencies between an 
estate or trust and its beneficiaries. 

As to “who” is taxable, Section 820 says that if the 
wrong taxpayer is making a claim or if the govern- 
ment is after the wrong taxpayer, then the matter can 
be straightened out by taxing the right taxpayer if 
that right taxpayer is the husband or wife of the tax- 
payer, or a partner of the taxpayer, or involved in the 
relationship with the taxpayer, of fiduciary, beneficiary, 
grantor, decedent, etc. 


Now, how far must a proceeding go for an incon- 
sistency to be established. Obviously, merely making 
an inconsistent contention means nothing, if there is 
nothing to the contention, or it is ignored by the other 
fellow. The law says an inconsistency is sealed when 
the conflicting items are manifested either by a closing 
agreement, or by the final disposition of a refund 
claim, or by the final decision of the Board of Tax 
Appeals, or the courts. 


OR an inconsistency to come under Section 820, 

it must be of a special breed. It must be the sort 
that the one taking the inconsistent position loses out 
when restitution is made in the right year or with the 
right taxpayer. If the government is to be inconsistent 
in one year or with one taxpayer, then the adjustment 
must result in a refund for the right year or right 
taxpayer. On the other hand, if in a particular year 
the taxpayer prevails with an inconsistent position, 
then correction of the inconsistency in the right year 





















































































































































































































































































































































































342 TAX ES—The Tax Magazine 





or against the right taxpayer must result in additional 
tax for the government. In other words, the govern- 
ment can not volunteer an inconsistency in one year 
to get an additional tax in another, and the taxpayer 
can not volunteer an inconsistency in one year to get 
a refund in the other year. At least neither of those 
things would come under Section 820. 


Furthermore, the inconsistency must be established 
at a time when it would otherwise be impossible to go 
back and straighten out the other year, by reason of 
the expiration of the statute of limitations on assess- 
ments or refunds. In other words, if there is still time 
to correct the inconsistency or go after the right tax- 
payer, Section 820 is not needed and can not be 
availed of. 

Let us suppose that we have the type of inconsist- 
ency that comes under Section 820, and that we have 
all other surrounding factors that qualify for an ad- 
justment. How is the adjustment made? It works 
in this way: We open up the year in which the initial 
error was made, but we open it up for only one pur- 
pose, and that is to straighten out merely the item of 
inconsistency. It makes no difference whatsoever that 
in the year thus being reopened there may be other 
items obviously wrong, whether for or against the 
taxpayer. The only adjustment that can be made is 
the correction of the inconsistency. 

What is more, there is a limited time for this re- 
opening. It must be done within one year from the 
time of the establishment of the inconsistency through 
the closing agreement, Board or court decision, etc. 
In that one year either the government may move 
forward with a deficiency letter, or the taxpayer can 
file a refund claim, Failing that, the inconsistency 
becomes irretrievable in perpetuity. 

There are a few special phases regarding Section 
820 that should be called to attention. In the first 
place, it affects only determinations made subsequent 
to August 27, 1938. Secondly, you can not reopen a 
year that has been closed by compromise, no matter 
how much that year reeks with inconsistency. Finally, 
the law declares that you can not go back further than 
1932 in the reopening. (This seems to be the first and 
only declaration ever made that anything that existed 
prior to 1932 shall stand inviolate and that only the 
sins since the New Deal must be purged!) 


yy NOUGH of a background has now perhaps been 
provided to permit of a critical analysis of the sec- 
tion. Reverting to the war analogy, it is still within 
bounds to say that we have found that a war to end wars 
may become the mechanism for setting off brand-new 
wars. So also, we shall probably find that the war to 
end inconsistencies will become the mechanism for 
starting brand-new inconsistencies. 

Let us examine the type of inconsistency that re- 
sults from the double exclusion of income. The typical 
case is where a taxpayer on a cash basis reports an 
item of income, let us say, in 1936. As a matter of 
fact, he has received it in 1935, so that it is taxable 
only in 1935. Upon a final determination, holding that 
it is not taxable in 1936, correction can be made by 
the government for the year 1935, when it should 
have been taxed. However, suppose he had not re- 
ported the item in 1936. In other words, suppose he 
never reports it. Then the way Section 820 works out, 








the government can never reopen 1935, once the stat- 
ute of limitations has run, assuming there is no fraud, 
of course. It results this way because the double 
exclusion rule says that adjustments can be made only 


when a tax has at some time been paid with regard 
to the item. 


So we are in the happy position of having to tell 
taxpayers that if they do not report an item ever, 
assuming that they muffed the ball in the original 
year, then they are scot-free, at least for the purposes 
of Section 820. But if they do report it, although in 
the wrong year, and then try to get it eliminated be- 
cause it is the wrong year, the government can reopen 
the return for the year it should have been reported to 
begin with, and collect an additional tax for that year, 
Therefore, we get a brand new inconsistency, or cer- 
tainly a perverted sense of justice when a taxpayer 
comes off better by perpetuating his error, and never 
reporting an item, as against reporting it sometime. 
even if in a wrong year. 


HERE is yet a worse inconsistency flowing from 

Section 820—a type of inconsistency not covered in 
the law. Let us review the categories again: There is 
double inclusion in income and double exclusion from 
income. There is double allowance of a deduction, 
and one would therefore expect its natural counter- 
part, double disallowance of a deduction. But that is 
not in the law. Perhaps one of the most diabolical 
and flagrant types of inconsistency is the footballing, 
either by the government or the taxpayer, of the de- 
duction for bad debts or worthless securities. It is 
always the other year! Section 820 permits that fiend- 
ish situation to stew in its own juice, uncorrected. 


An explanation informally offered for this is the 
fact that when a disallowance is made, the year of de- 
ductibility, if any, is not then ordinarily determined. 
This is invalid as a satisfactory explanation. The 
correct year could or should be determined in the 
same way as in the double exclusion of income, when 
at the time of determining the exclusion from the 
wrong year, it is also determined which is the right 
year for the item. As things now stand, perhaps the 
only “out” is to take advantage of the new and ex- 
panded possibilities of closing agreements whereby in 
signing up for one year, you may at the same time 
provide for the time of the deduction of a particular 
item disallowed in that year. Of course, that may not 
always work since it takes two to make a bargain, and 
the government has been rather loath to enter into 
closing agreements unless it saw some advantage in 
doing so. 

Now let us tackle the most complicated inconsistency. 
That is the one dealing with the zigzagging of the 

“basis”, as between the position taken when the prop- 
erty is acquired and that taken when the property 1s 
sold. It will come up in this way: Suppose in the 
year of sale, it is determined that at the time the 
property was acquired, the transaction was such that 
no gain or loss should have been recognized. Sup- 
pose, however, in the return for that year, gain or loss 
was recognized. That makes an inconsistency, and 
Section 820 can come to the rescue. It applies, too, 
not only where there was originally an erroneous 
recognition of gain or-loss, but also where there was 
(Continued on page 354) 
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Problems in 


STATE TAXATION 


HE problem of state taxation is really a multi- 
"[ hreaaea monster—a monster because most people 
seem to be very anxious to slay it, and multi- 
headed because the problem takes so many varied 
and diverse angles. The real problem to which all 
these heads are attached is to finance the operation 
of state governments as efficiently and economically 
as possible. We may as well admit at the beginning 
that energy would be wasted in an attempt to elim- 
inate certain uneconomical aspects. For example, 
what possible defense can any one find for the con- 
tinued existence of forty-eight states with the great 
variation in size and population? Every one will 
agree that the boundaries arose largely by accident and 
that to continue them is exceedingly costly; yet to 
attempt to do anything.would be love’s labor lost. 
To revamp the political structure within the states 
may be a little more hopeful, yet even here lack of 
interest and lethargy, perhaps accompanied by a great 
deal of ignorance as to the facts of the increased costs 
from duplication of functions, have meant that reform 
has been slow. This problem, of course, does not exist 
with the same intensity in all states, since in the 
South and West the township has little importance as 
a governmental unit. As a problem in governmental 
economy the organization of units deserves more at- 
tention than has been accorded to it. 


Lack of Uniformity in Court’s Attitude 


Another problem which has been disconcerting, to 
say the least, has been the lack of uniformity in the 
position of the courts, and in their failure to recognize 
other than the purely legalistic viewpoint. Take for 
example, the decisions as to whether income is prop- 
erty. The Supreme Court of Illinois has taken the 
position that income is property, and since the Illinois 
Constitution has the uniform tax clause, no income 
tax with an exemption or progressive rates will stand 
under the Constitution. It appears, under this deci- 
sion, that the property tax assessor should include in- 
come as a part of his assessment roll, or at least that 
part of it which a man gets on the first day of April, 
vet I have heard of no such procedure. After all, is it 
not just as feasible to assume that the constitutional 
fathers had in mind uniformity of burden as that 
uniformity of rate was the thing most to be desired? 

* Based on an address before the Conference of the Midwest Eco- 


nomics Association, Des Moines, Iowa, April 21, 1939. 
** Head, Department of Economics, University of Illinois. 


By 
MERLIN H. 
HUNTER** 


Uniformity of rate might have accomplished uniform- 
ity of burden at the time constitutions were adopted, 
but certainly this is far from true at present. My best 
guess is that the courts have done about as much mis- 
interpreting the minds of the constitutional fathers 
as they have interpreting them. 

Another great service the courts could render in 
some states would be to take the accountant’s and/or 
economist’s view of what constitutes property. Some 
years ago I wrote a short editorial for the Bulletin 
of the National Tax Association purporting to show 
that intangibles—stocks, bonds, mortgages—were not 
property and, even under a general property tax, 
should not be assessed. My consulting editor at that 
time was a lawyer and his reaction was that the 
courts, in a long list of decisions which he cited, had 
held such to be property and consequently the matter 
was ended. Of course any one who has given the 
slightest heed to the economics involved must recog- 
nize that no additional taxpaying capacity comes into 
existence merely by writing words on such pieces of 
paper as mortgages, stocks and bonds. The first prob- 
lem, then, is to get the courts to recognize this, and 
once this is done, to get the states to arrange their 
systems of taxation so that both source of income and 
residence will have some claim. The simplest plan 
by which this can be accomplished is to tax the prop- 
erty where located and the income from it where it 
is received. 


Economical Administration 


A second very definite problem is that those states 
which have not yet put their house in order, turn atten- 
tion to economical administration and a satisfactory 
system of accounts. In a period when stress has been 
laid upon economy in management, it is shameful that 
some states have been so lax. Take the state of Illinois, 
for example. At present nine separate and distinct state 
agencies are engaged in the administration of the revenue 
system. The Department of Finance is most important, 
and administers the gas tax, sales tax and liquor 
taxes; the State Tax Commission supervises property 
taxation, the Secretary of State handles the motor 
vehicle tax, the corporation franchise tax and the cor- 
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poration organization tax; the Department of Insur- 
ance collects the taxes upon insurance companies; the 
Attorney General administers and collects the taxes 
on inheritances. These offices are all independent of 
each other, in fact no one has any way of knowing 
what the others are doing. Necessarily a great 
amount of duplication of effort arises in collection 
machinery, in field agents, and in other ways. Some 
of the agencies, as that of the Secretary of State and 
Attorney General, have only a minor interest in the 
fiscal aspects of their offices. Asa net result anything 
which resembles a unified, harmonious and efficient 
fiscal system is non-existent. Such a condition, in 
any state in which it exists, in whole or in part, cannot 
be justified, and no satisfactory system can be evolved 
until some centralization of authority exists. 

In private business it is said that the most effective 
control is a good system of accounts and audits. The 
same can be said of fiscal affairs. If we could take 
time to scrutinize the organization in the different 
states, we would find all sorts of conditions from no 
unified system or central control to some that are 
organized along lines designed to give effective con- 
trol to the fiscal system. I am sure I know what the 
standing of Illinois would be. If we were to play a 
game similar to the old blindfold one of pinning the 

tail on the donkey, and stick a something or other on 

a map of the United States, any state upon which it 
would fall would have a better system of audits and 
accounts than would Illinois. 


Growth of the “Give Me” Philosophy 


Another real problem in state fiscal systems grows 
out of the phenomeni ul growth of the philosophy of 
“give me.” It is both an internal and an external 
problem as far as the states are concerned. I have 
often thought that the trait of “keeping up with the 
Joneses,” so prevalent among individuals, has not 
been entirely absent in our collective governmental 
activities. It seems that local political units have a 
desire for educational facilities, highways, and other 
services far beyond any possibility of making payment 
for them. Events seem to have taken a rather natural 
course—localities have raised the tax rate to the limit, 
then borrowed to the limit, if such there be, and then 
wrote letters to Santa Claus which, as events have 
shown, were not without results. The story of the 
demand for state grants-in-aid to localities can almost 
be duplicated in that of federal grants-in-aid to states. 


Two important problems are here involved. The 
first is an answer to the question: If the state treasury 
is to finance, to a very large extent, a given function, 
why should it not be made a state function and be 
provided under the jurisdiction of the state rather 
than to continue to be administered by the locality? 
The answer to this must be in a comparison of the 
relative cost of the service under the two possible 
methods of provision. If we can get much more for 
our money through centralization of functions, then 
this should be done. If the grant-in-aid system is con- 
tinued, then the state should exercise more control and 
require a better system of accounts than is frequently 
the case. The experiments of some states in the cen- 
tralization of the functions of highways and education 





AX ES—The Tax Magazine 





June, 1939 


should be able to throw some light on the answer to 
this question. 


The other problem concerns itself with ignorance, 
People in different political units might not be so 
enthusiastic about the receipt of aid money if they 
knew a few more facts than those put out for popular 
consumption. I note in the newspaper about once a 
month that Champaign County has received a certain 
amount from the state as its share of the gas tax. | 
never see an account, however, of the amount which 
the people of the county pay into the fund. ‘The 
trouble is that we do not give sufficient concern as to 
who pays Santa Claus’ bills. It must be true, of 
course, that some jurisdictions pay in more than they 
get out or the aid system would avail nothing. This 
is true of the jurisdictions within the states and just 
as true of the aid system from the federal government 
to the states. If the people of such states as Iowa, 
Illinois, New York, Pennsylvania and Ohio could 
have before them the credits and debits arising from 
the system of federal aid the “give me” philosophy 
might not have such an alluring appeal. 


Increased Governmental Functions 


In a consideration of the problem of revenue, one 
sad fact exists which many people do not realize and 
which none of us wants to realize. That fact is, as 
we increase governmental functions to be supported 
from tax receipts we must make a readjustment in our 
individual standards of living. What we want to do, 
however, is to have the great increase in governmental 
functions without any curtailment of what we have 
been doing as individuals, and this is obviously im- 
possible. Taxation, of course, is one of our greatest 
social and economic equalizers. It means that, 
whereas without it some of us could own no auto- 
mobile and some of us could have Cadillacs, with it 
we may all have Fords. As we extend governmental 
functions, then, to include unemployment assistance, 
social security and a multitude of other things, it is 
those who have who must pay the bills. 


Increased Federal Expenditures 


This problem of increased public expenditure be- 
comes all the more important to the tax system of 
the states because of the tremendous increase in fed- 
eral expenditures and in the prospect that they are 
likely to continue to be large. This can mean only 
an adjustment in tax bases other than what existed 
at the beginning of the century or even much later. 
No longer can we seriously contend that the states 
shall tax certain bases while the Federal Government 
shall use others. Immediately, then, we are con- 
fronted with the problem of the conflicting jurisdic- 
tion of the Federal Government and of the state gov- 
ernments in the use of the same base for tax purposes. 
The problem is with us now and will continue to he 
with us in personal income taxation, in business tax- 
ation, in the taxation of the transfer of property at 
death and perhaps in other fields. The problem must 


be to have the systems of the states and that of the 
Federal Government mesh into each other so that the 


least amount of friction and injustice will result. 
(Continued on page 366) 
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The unincorporated busi- 
ness tax at the present time 
is an emergency tax, but it 
promises not only to become 
an established institution in 
New York, but most likely 
will be copied by other states 





HE New York State Unincorporated Business 

Tax is a tax of 4% on the net income of any 

trade or business carried on in New York State 
by resident or non-resident individuals, limited or 
general partnerships (including syndicates, groups, 
pools and joint ventures), estates or trusts, which, if 
conducted or engaged in by a corporation, or any 
entity the members of which, would be taxable under 
Articles 9, 9A, 9B or 9C of Chapter 60 of the Con- 
solidated Laws of New York State. Employees and 
those engaged in the practice of the profession of law, 
medicine, dentistry, and architecture are exempt. 
Certain other professions are exempt only if capital 
is not a material income producing factor and more 
than 80% of the gross income is derived from the 
rendering of personal services by the proprietor, and 
he is personally responsible for the work performed 
by the assistants employed by him. If an agent or 


contractor is considered an employee whose compen-: 


sation is subject to the unemployment and old age 
benefit tax, he cannot be considered independent as 
far as his activities are concerned for the purpose of 
the unincorporated business tax, or vice versa. 


The tax is an additional income tax on profits from 
transactions connected with a business that are taxable 
under the personal income tax law, and all items ex- 
cluded for personal income tax purposes under the 
New York State Tax Law, except losses from capital 





* Certified Public Accountant, New York. 


The New York State Tax on 
UNINCORPORATED BUSINESS 


By JULIUS J. RAUH’ 
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assets’ used in trade or business and not compensated 
for by insurance or otherwisé, are also excluded for 
unincorporated business tax purposes, and in addition 
a partner’s proportionate interest in the net income 
of a business taxed under Articles 9A, 9B, 9C or 16A 
of the tax law. 


As an income tax the unincorporated business tax 
is not deductible for New York State Tax computations 
of: (1) unincorporated business tax; (2) partnership 
distributive income, and (3) partner’s individual taxable 
income, but it is deductible for the purpose of the 
United States income tax computation (on the accrual 
basis in the year in which the income is earned (JT 
3169, 1938-10-9224)). The tax is levied against all un- 
incorporated business with a gross income of over 
$10,000, or with a net income of over $5,000 in New 
York State and such entities must file a return with 
the New York State Tax Commission, even if no tax 
is payable. 

All income and expenses connected with business 
activities in New York State, though they are distinct 
from each other, are combined in one return, but sep- 
arate schedules must be prepared for each separate 
taxable business activity. Resident individuals, es- 
tates and trusts of New York State use Form 201B, 
nonresident individuals and fiduciaries use Form 202, 
and partnerships use Form 204. Returns may be filed 
on a calendar or fiscal year basis, on the accrual or 
cash method, whichever method is reflected on the 
books, with the following exceptions: 


(1) Installment plan dispositions must be treated in the 
same manner as used for the personal income tax com- 
putation. 


On account of the different basic date, January 1, 
1935, gain or loss on the sale, exchange or other dispo- 
sition of property connected with an unincorporated 
business may vary, if the property was acquired prior to 
that date. If the sales price falls between the cost and 
January 1, 1935 value no gain or loss is recognized. 


The fair market value at January 1, 1935 of property 
acquired prior to that date must likewise be used for 
depreciation purposes, and a worthless debt which 
existed prior to January 1, 1935 can only be deducted 
to the extent of the fair market value of January 1, 1935. 


Contributions made in connection with the unincor- 
porated business to charitable, educational, scientific or 
religious organizations are allowable, also to partner- 
ships, only up to 15% of net income from unincor- 
porated business computed without reference to such 
deductions. 


A deduction of 20% of the unincorporated business 
income—before deduction for interest on indebtedness 
to others, taxes on business and business property, de- 
preciation and bad debts—is allowed up to $5,000 for 
each active proprietor. This presupposes that pro- 


(2) 


(3) 


(4) 


(5) 





- 1 Capital assets under New York State Statute include all kinds of 
property, tangible and intangible, other than stock in trade, busi- 
ness realty and depreciable properties. 





































































































































































































































































































































































































































































































































































































































































prietors’ salaries and interest on capital are considered, 
as it should be, as a factor for distribution of profits, 
and not in reduction of profits. The amount of this 
deduction must however be reasonable, and in the 
event that the unincorporated business income is de- 
rived from sources both within and without New York 
State, has to be apportioned, unless an active partner 
devotes his efforts exclusively to business within New 
York State. The same applies if there are professional 
and business activities, in case the professional activi- 
ties are exempt. 


(6) A specific exemption of $5,000 or a proportionate part 
thereof for periods less than a year is allowed to each 
consolidated reporting business entity. 

The tax returns are due and the tax is payable four 
and a half months after the close of the calendar or 
fiscal year. An extension for filing the personal income 
tax return automatically extends the time for filing the 
unincorporated business income tax return and vice 
versa, with interest payable at 6% per annum from the 
original due date of the tax to the date of payment. 
Penalties are provided for late or non-filing or late 
payment of tax and for filing incorrect or fraudulent 
returns. 


Doing Business 


The State Tax Commission defines doing business 
as “a series of acts or transactions requiring energy, 
time or thought, carried on with regularity and con- 
tinuity, as distinguished from isolated or incidental 
transactions,” and the Court in N. Y. Terra Cotta Com- 
pany v. Williams,’ stated in general “Doing business 
means maintaining an office, having capital invested 
and carrying on a regular business of some kind.” 


The mere holding, leasing or managing of property by 
owners, lessees and fiduciaries is not considered ; 
business where time, effort and capital is not used in 
such a way as would be required for operating a busi- 
ness. Nor is the investing and reinvesting of funds 
in securities and collecting income therefrom consid- 
ered doing business where the purpose of making 
profits or establishing losses thereby is isolated or 
incidental. Nor are the isolated transactions by an 
underwriting syndicate taxable under the unincorpor- 
ated business act, while a syndicate engaged in a series 
of regularly and continuously repeating transactions 
during any year, is considered carrying on a trade 
or business, and the profits from the transactions are 
taxable. Said the U. S. Circuit Court of Appeals for 
the First Circuit in G. Angelo & Co., et al. v. Commis- 
sioner of Internal Revenue, “the gross profit derived 
from this business must be considered as derived from 
trading . . .”. Likewise is the liquidation or winding 
up of the affairs of a business not considered carrying 
on a business, where the activities are only incidental 
and necessary for the preservation or distribution of 
the property.* 

The flexibility of the expression “doing business’, 
and why the facts in each case control is further illus- 
trated by the following: 


In Harvey v. De Long Hook and Eye Company,‘ 
the Court said, 





2 (1905) 102 A. D. 1, 6; affd. 184 N. Y. 579. 

3Guy T. Helvering, Commissioner of Internal Revenue v. 
A. McC. Washburn, Trustee of South Texas Syndicate, decided by 
the U. S. Court of Appeals for the Eighth Circuit, October 21, 1938. 

4211 N. Y. 420, 105 N. E. 667. 
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“Independent of any constitutional question, a foreign 
corporation owing no debt to this state for its corporate 
existence, having its place of business and conducting its 
business from another state, except as it might use incidental 
and very limited agencies in this state for the sale of its 
goods, might and would properly be exempted from regula- 
tions, restrictions and burdens which with entire justice 
would be imposed on a foreign corporation coming into our 
state and taking advantage of its protection and laws for 
the purpose of there prosecuting its business under the same 
general methods and perhaps to the same degree as in the 
state where it was organized. Under such latter circum- 
stances it ought to be made to bear some -burdens as a 
recompense for the advantages enjoyed by it.’’® 


In the case of Tauza v. Susquehanna Coal Company," 
Judge Cardozo said: 


“Unless a foreign corporation is engaged in business within 
this state, it is not brought within the state by the presence 
of its agents. But there is no precise test of the nature or 
extent of the business that must be done. All that is 
requisite is that enough be done to enable us to say that the 


corporation is here.” 

In Clift & Goodrich, Inc. v. Collier Mills, Inc.,’ the 
Court states that when a firm within this state acts as 
brokers for a foreign corporation to effect sales on com- 
mission . . ., the orders being subject to approval and 
acceptance at the home office, but does not pass on 
credits or make collections or attend to shipments for 
such foreign corporation, this does not constitute a 
carrying on of business within this state by such for- 
eign corporation. Where a corporation employs a resi- 
dent agent in the City of New York who sold goods 
under orders, addressed to the corporation at its home 
office, which orders provided that “this order is not 
subject to countermand, and is binding upon such 
Company when received and accepted by it at Canton, 
Ohio,” it was held that the corporation was not carry- 
ing on its business in the State of New York.® 


Maintaining an Office 


A foreign corporation can maintain an office in a 
state without doing business in that state within the 
meaning of the tax law, even if it handles isolated 
transactions not connected with interstate commerce, 
such as entering into contracts which are to be per- 
formed entirely without the state. This is made clear 
by the following court decisions: 


In the case of Erie Beach Amusement, Ltd. v. Spi- 
rilla,? the Court said: 


“The plaintiff had a perfect legal right to enter the State 
of New York and do business in foreign commerce, and to 
maintain an office for the transaction of such business; it 
is here on such a mission, and the Constitution of the United 
States protects it in the exercise of such right.” 


& Brush Co. v. Addickes,'® the 


In American Broom 
Court said: 





5 People ex rel. Sherwin-Williams Co. v. Parker, 5 App. Div. 246. 
39 N. Y. Supp. 151; Id., 149 N. Y. 623, 44 N. E. 1128. Cummer 
Lumber Company v. Associated Mfrs. M. F. Ins. Corp., 67 App. Div. 
151, 73 N. Y. Supp. 668; Id., 173 N. Y. 633, 66 N. E. 1106; People 
ex rel. Towe Co. v. Wells, 98 App. Div. 82, 90 N. Y. Supp. 313: 
Id., 182 N. Y¥Y. 553, 75 N. E. 1132. Penn Collieries Co. v. McKeever, 
183 N. Y. 98, 75 N. E. 935, 2 L. R: A. (N. S.) 127. Page & Co. v. 
Sherwood, 146 App. Div. 618, 131 N. Y. Supp. 322, and many other 
decisions are similarly expressed. 

6 220 N. Y. 259 

7204 A. D. 539 (1923). 


8 Harvard Co. v. Wicht, 99 App. Div. 507, 91 N. Y. Supp. 48. 
173 N. Y. S. 626, 


© 19 Mise. 36 (1896). 
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“Orders taken for approval at the home office do not con- 
stitute a contract in this state even though the corporation 
has an office in this state.” 


In International Text Book Company v. Tone,” a 
foreign corporation with its principal place of business 
in Scranton, Pennsylvania, and with agencies in New 
York in charge of division superintendents and as- 
sistants, the Court of Appeals of the State of New 
York said: 

“It did nothing in New York except in furtherance of inter- 
state commerce. It solicited orders, which did not ripen 
into contracts until accepted in Pennsylvania. It fulfilled 
its contracts by the transmission of information through 
the medium of the mails. Section 15 of the General Corpora- 


tion Law and Section 181 of the Tax Laws are not aimed at 
such activities. That is now the settled rule.” 


In the case of Hart v. Foundry Company,* the Court 
stated : 
“A corporation dealing with citizens of other states in 
property situated elsewhere than in the state of Tennessee, 
and as to which persons and: property that state has no 
concern, cannot be said to be engaged in business in the State 
of Tennessee, within the meaning and purpose of its statute, 
even though the parties meet in that state and there agree 
upon the terms of the contract relative to such business.” 


Source of Income 


The issue, therefore, comes down to this: What 
determines the place where business is done? 


A sale closes a transaction and transfers the title 
in property from the seller to the buyer. In Norfolk 
and Western Railway Co. v. Sims,'? the Supreme Court 
of the United States said: 


“A sale really consists of two separate and distinct elements: 


(1) a contract of sale, which is completed when the 
offer is made and accepted; 


(2) a delivery of the property, which may precede, be 
accompanied by, or follow the payment of the price, as 
may have been agreed upon between the parties. 


The substance of the sale is the agreement to sell and its 
acceptance.” 


Section 1, subd. 2 of the Uniform Sales Act defines 
a sale “as an agreement whereby the seller transfers 
the property in goods to the buyer for a consideration 
called the price,” and under Section 3 “such a contract 
may be made in writing (either with or without seal), 
or by word of mouth, or may be inferred from the 
conduct of the parties.” The closing of a contract 
results from the acceptance of an offer,’* and an ac- 
ceptance to consummate a contract must be com- 
municated to the profferer or must be put in the course 
of communication by the acceptor.” 


The place of the seller, therefore, names the place 
of the sale and the source of the income. 
Place of Income 


The Courts also look to the contract of sale to 
determine the place of the sale for the source of the 





228 B.. ¥. 303. 

"72 Miss. 834. 

%191 U. S. 441, 447. 

’% Public Service Board, 81 Ohio 218; Laprade v. Fitchburg, etc. 
R. Co., 205 Mass. 77; Graff v. Buchanan, 46 Minn. 24; Chicago, etc. 
R. Co. v. Dane, 43 N. Y. 240. 

5 Cleveland, etc. R. Co. v. Shea, 174 Ind. 303; Busher v. N. Y. 
Life Ins. Co., 72 N. Y. 551. 
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income.'® Neither has the place where the goods are 
when the property in them is transferred, any bearing.** 
The final acts at the place incident and part of the 
business conducted are the source of the profits.’® 


Allocation of Net Income under the 
Unincorporated Business Act 


The net income is divided into: 


(a) Net income from rents and royalties, and profit (or loss) 
from sale or exchange of real property, which is allo- 
cated on the basis of the situs of the property. 


(b) Net income, exclusive of the items enumerated under 
(a) and tax- “exempt interest, which is to be allocated to 
the State of New York either 


(1) On the basis of actual New York State income, if 
the books of the unincorporated business are so 
kept as to reflect it, provided the basis of such appor- 
tionment is accepted by the Commission. 


(2) In ratio of the average percentage of the so-called 
New York factors to the aggregate of the total fac- 
tors, if the books are not kept so that New York 
State income may be readily determined. 


(3) On any equitable basis approved by the Commission. 


The allocation formula contains only items con- 
nected with the unincorporated business conduct, and 
the allocation factors are: 

(1) average value of real and tangible personal property; 

(2) wages, salaries, and other personal compensation; 

(3) gross sales or charges for services performed, 


Professions 


The professions, aside from law, medicine, dentistry 
and architecture, so far recognized by the Commission 
as scientific or in a learned field, are accounting, chem- 
istry, chiropody, dental hygiene, engineering, optom- 
etry, osteopathy, pharmacy, physiotherapy, teaching, 
veterinary medicine and surgery. Whether more than 
80% of the gross income is derived from professional 
services actually rendered by the individuals or mem- 
bers of a partnership or other entity, and whether 
capital is not a material income-producing factor that 
makes these professions exempt depends upon the 
activities of the proprietor or proprietors. In Prey 
Brothers Live Stock Commission Company v. Commis- 
sioner of Internal Revenue,'® the U. S. Circuit Court of 
Appeals, Tenth Circuit, said: “The reputation of the 
individuals . .. is not a contributing factor for personal 
service classification.” 


In Bailey, Collector v. Clark et al.,?° the Supreme 
Court referring to the term “capital” said: 
“and when used with respect to the property of individuals 


in any particular business, the term ‘capital’ means the prop- 
erty taken from other investments or uses and set apart for 


(Continued on page 377) 





1% Western Union Tel. Co. v. Foster, 247 U. S. 105; Texas & New 
Orleans Railroad Co. v. Sabine Tram Co., 227 U. S. 111, and 
technical rules as to the passing of title and the assumption of risk 
have no bearing in determining the jurisdictional question; 
American Express Co. v. Towe, 196 U. S. 133; Robbins v. Shelby 
County Taxing District, 120 U. S. 489; Ashe v. Texas, 128 U. S. 129; 
Brennan v. Titusville, 153 U. S. 289; Caldwell v. North Carolina, 
187 U. S. 622; Dozier v. Alabama, 218 U. S. 124; Wemshaw v. 
Arkansas, 287 U. S. 389. 

Compania General de Tobacos de Filipinas v. Collector, 279 
U. S. 306. 

%’ Holden v. Aultman, 169 U. S. 81, 89; Lloyd Thomas Co. v. 
Grosvenor, 144 Tenn. 349; Charles A. Stickney Co. v. Lynch, 163 
Wis. 353; Sherenfeld v. Junkermann, 20 Fed. 357 

19 36 Fed. (2d) 326. 

20 21 Wall. 204, 22 L. ed. 651. 
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Full Disclosure 


We have seen no more significant case this year 
than Rogers Recreation Co., decided by the Second 
Circuit on May 1 (394 CCH { 9495). The court upheld 
the commissioner “in disallowing the claimed deduc- 
tion in the 1931 return” but voided the fraud penalty 
claimed by the government. The reasoning should 
be a lesson to those taxpayers (and even some 
counselors) who say, “Don’t tell all you know; let 
‘em find it out later—if they can.” 


In the first place the court laid great stress on the 
testimony of a “Mr. Hall, C. P. A.” (Can someone 
supply his full name?) He had taken great care in 
preparing the return, knowing a dispute might arise. 
In his “Surplus Reconciliation” he wrote, “Loss on 
transfer of St. Louis stock, disallowed as per Treas- 
ury Dept. letter of Nov. 17, 1931.” Thus, says Judge 
Swan, “the commissioner was put on notice. There 
is nothing fraudulent in attempting to reduce taxes 
by claiming a deduction honestly but erroneously.” 

* * 


Marion N. Fisher, New York lawyer, wants us to 
advise readers to watch the appeal of the Estate of 
Daniel Guggenheim, 39 BTA —, No. 38 (393 CCH 
7182). On page 482 of our August, 1937 issue we 
expressed approval of the Peabody decision. The 
Sixth Circuit did not agree with us. See its decision 
of May 6 (394 CCH {§ 9503). Accountants should 
derive much satisfaction from the /ndustrial Securities 
decision, CCA-2, May 8. The appointment and com- 
pensation of auditors is approved (394 CCH  § 9504). 

.“*- 


On May 8, Clem Collins of Denver, Colorado, was 
the honored guest speaker at a meeting of the N. Y. 
State Society of C. P. A.’s. His talk was sound and 
sensible. But with one of his ten proposals we dis- 
agree heartily. Longer time for filing tax returns is 
a dangerous thing. The general adoption of a natural 
business year, which Mr. Collins also advocates, would 
eliminate the March jam. Only corporations with 
foreign branches should need extra time. It’s all a 
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matter of organization. We prepared a consolidated 
return for a chain of 82 stores doing business as four 
corporations in eleven states, and got it in on March 
15. No boasting. The internal organization was 
geared to it. A few years later, when consolidations 
were abolished, we assisted in preparing separate re- 
turns for 102 stores, and every one went out on March 
14. Longer time would mean worse procrastination. 
*es 

Ferdinand Tannenbaum, New York lawyer, has 
called our attention to the following cases as being 
of immense personal importance to tax men, lawyers 
or accountants. We have noted them in passing as 
they arose, but are glad to repeat them. 


Emery, 353A CCH J 9472 
Humphrey, 374 CCH { 9153 
Rossmore, 353A CCH J 9277 
Seatree, 343A CCH J 9320 


The issues are income and assignment thereof to, 
or division thereof with, wives of lawyers or accountants. 
* 8 


You don’t have to be an accountant to join the 
Wednesday accountants’ lunch club. Lawyers are 
welcome. We can’t guarantee that any visitors who 
are in New York this summer, and accept the “guests 
always welcome” slogan will get as many laughs as 
we did on May 10. But we can repeat the two best ones 
for our readers. The first came when two of the men 
were arguing amiably about the treatment of divi- 
dends on short stock, by an ordinary seller, not a 
dealer. They had rather reluctantly reached the con- 
clusion that the seller was just out of luck, taxwise, 
when N. F. Ross deadpanned this: “When a stock 
that you sell short pays a dividend, you can take it 
off under casualties.” 

A few minutes later a lawyer told this one. He had 
once handled a tax appeal in the umpteenth circuit for 
a client whose name he disguised as Paulson. He had 
a poor case, and knew it. Nevertheless he did the 
best he could. The taxpayer had died between the 
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time that the B. T. A. had decided against him and 
the time the appeal to circuit came up, and the execu- 
tors wanted the thing carried through. When oral 
arguments had finished, the attorneys moved to file 
briefs. The judge said it was unnecessary. And then 
said, “Judgment for the plaintiff.” Our narrator said he 
gasped, while the federal attorney let out a “WHAT”. 
The judge repeated, “Judgment for Paulson”; and 
then adjourned court. Coming over to our narrator 
he said, “That client of yours was one fine fellow. 
Many’s the bender that Paulson and I have been on 
together.” For the honor of the judiciary as a whole, 
our narrator added that when the Treasury took an 
appeal to the Supreme Court, the circuit judge was 
reversed. 


Oil on Troubled Waters 


The Mississippi Supreme Court recently held in two 
cases (Texas Company and American Oil Co.) that dis- 
tributors of oil and petroleum products are not em- 
ployees of the company. (CCH Unemployment Ins. 
Service, Miss. 8029, 8030.) The Treasury, in SST 
301 (393 CCH § 6249), holds that crews of vessels 
laying up ships and reconditioning them are still sea- 
men, exempt from all social security taxes. 


Honeyman v. Jacobs 


This is a U. S. Supreme Court case decided April 
17, 1939. It does not involve taxes directly, so it is 
not reported in the tax services. (CCH U. S. Sup. 
Ct. Service, Opinion Vol., p. 7534.) But its effect 
on tax cases, not only in New York but elsewhere is 
so important that we are going to discuss it here at 
considerable length. If you have no clients who own 
mortgages or realty subject to a mortgage, you can 
skip this. 

The facts in the case are simple. The mortgagee 
had a total debt of $15,771.17 plus expenses, etc., of 
$1,319.03. The mortgaged property had a value of 
$25,000 at the time the mortgagee in foreclosure pro- 
ceedings bid it in for much less than $17,090.20. The 
mortgagee claimed a deficiency judgment, and the 
Supreme Court ruled that under New York State 
statutes, and equitably in any case, no deficiency ex- 
isted. “The debtor has in hand property of the debtor 
worth over $25,000. We know of no principle which 
entitles him to receive more.” 

That would impress anyone as simple justice. But 
now let us look at the tax angles. Our carefully con- 
sidered opinion iS: 


1. The mortgagor has a loss for the difference between 
the original cost of the building and the depreciated cost 
thereof at the time he lost title. The same equity which 
protected him from a deficiency judgment would preclude 
attributing to him any gain, predicated on the fact that the 
market value of the property was over cost. He realized 
nothing. He had had a piece of realty; now he has it not. 
Boca Ratone (364 CCH 9482). 


2. The mortgagee has a piece of realty which cost him 
$17,090.20. There is a rational excuse for the Treasury assert- 
ing that he has a capital gain of $7,909.80, being the difference 
between the fair market value of the property when he 
toreclosed, and the actual cash laid out up to that time. But 
we cannot see the fairness of that claim. Common sense 
says: “A thing costs what you paid for it. You can’t make 
a profit on a purchase.” 
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We can easily see how some taxpayers might find 
it advantageous to claim the gain on acquisition, to 
get a stepped-up basis. In that case, the Treasury 
is sure to say: “No. No. Naughty! Naughty!”; 
since it is privileged to blow hot and cold (in differ- 
ent circuits). 


Guess Again! 


“A late Japan paper says that owing to the economy exer- 
cised by the present administration a surplus of $10,000,000 
a month has been saved for the purchase of bonds and the 
reduction of the war debt of the United States. No discour- 
tesy is intended by an irrepressible smile at the idea that any 
President could influence economy in the least or begin to 
attempt to control the extravagarfce of our Congress. Econ- 
omy is a Japanese idea.” 

This, as you may have surmised is not from a con-. 
temporaneous newspaper. It is an item of 50 years 
ago April in the Banker's Monthly (a Rand McNally 
publication). Lawrence Bloomenthal, whose monu- 
mental work on homestead and other tax exemptions 
ran as a serial in our magazine in 1937, has an article 
in the April, 1939 issue of the Banker’s Monthly, which 
is now in its 55th year. He covers the income tax 
effect of charitable donations by a testamentary trust. 
As an addendum read the case of Levey, CCA-7, April 
12, 1939. (394 CCH ¥ 9458). 

*¢s 

For an opinion which packs a punch, which dis- 
penses with pompous legal verbiage and shows the 
writer to be a human being, read Judge Clark’s deci- 
sion in the Cassel-Uber case, CCA-3, April 6, 1939 
(394 CCH § 9460). It starts “We rather question the 
soundness of the Treasury’s approach to the case.” 
Can you stop at that? 

Do you know what a “whip-stocked well” is? 
Read the Sentinel Oil case, Southern District of Cali- 
fornia, April 10, 1939 (394 CCH { 9464) and find out. 


Inconsistent 


For a specific example of the Janus attitude of the 
Treasury consider the Sanford Estate case (394 CCH 
9416). The Third Circuit held that the gift tax ap- 
plied when final donees were named, not when the trust 


was created. This followed the Hesslein case in 
CCA-2, 302 U. S. 756 (374 CCH § 9429). The point 
is that the Treasury won the Sanford case, giving 
it, in this case, a higher tax. The property given 
appreciated between date of trust, 1913, and final 
designation, 1924. And it won the case in defiance of 
its own Regulations 79, Art. 3, which states there is a 
gift tax when the trust is created. (393 CCH J 3936.) 

This forces taxpayers to fight every case. Codper- 
ation is impossible. In fact, J. G.,a New York law- 
yer, who gets a couple of assists on the above, calls 
the Treasury’s action “diabolical.” 

On the other hand, we had lunch with Nathaniel 
Bergman on April 26. After listening to him describe 
some taxing practices in a Latin American country 
we realize our native tax collectors could be a lot 
worse. 

* * * 
Rotarians—Attention! Read GCM 21000 (393 CCH 


§ 6221). Your clubs are exempt from Federal Income 
Tax. 
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Students’ Department 


The following problem was the final one on the 
New York C. P. A. examination of April 26. It had 
ten points credit. The solution is ours. If you dis- 
agree, please tell us, with citations. 

Problem 


Prepare a statement showing taxable gain under the Rey- 
enue Act of 1938 for the XYZ Corporation. 


Realty ; 
Sold January 10, 1938 ee es $182,250 
Cost March 12, 1907 (Value 3/1/13 
$120,000) $72,000 
Improvements subsequent to 3/1/13 30,000 
Taxes on part of land, unproductive, un- 
improved and not deducted in prior tax 
returns 6,000 
108,000 
Depreciation taken (Allowable $29,250) 23,250 84,750 
Gain are oreo 97,500 
Stock of U Building & Loan Association 
(which domestic corporation is tax exempt) 

Sold July 22, 1938 $95,000 - 
Sought February 6, 1937 .. 90,000 5,000 
Bonds of City of X 

Zought November 8, 1926 198,600 
Sold March 27, 1938 .. 192,000 6,600 
Stock of W Corporation 
Bought March 12, 1911 ........... 105,000 
Sold July 21, 1938 100,000 5,000 
300k profit $ 90,900 
Solution 
(References are to Regulations 101) 
Realty 


By § 113(a)(14)-1 the basis in case of gain is the 
3/1/13 value 


$120,C0) 
Plus improv ements .. 30,000 
By § 113(b)-1—Carrying charges 6,000 
156,000 
Allowable depreciation .. 29,250 
Adjusted basis ......... 126,750 
I oc ae eet bead exes 182,250 
oii aig BE inc cated 55,500 
Building & Loan Stock 
By § 101(4)-1 the Building & Loan Association is 
exempt, but that does not make exempt gains 
from selling its stock. Hence the realized gain 
0 fally taxable ......... sears caiate St, 5,000 
Municieel Deel 
The realized loss may be fully offset against the 
realized gains. The income from the bonds is 
tax free, but the — gain is not (391 CCH 
q 100.1) i ADS Ree es ee nee 6,600 
"Stock ; of W Corporation 
By §113(a)(14)-1 the basis is cost and the book 
loss is fully deductible against gains............ 5,000 
Net taxable gain $ 48,900 
Proo 
Appreciation of realty before 3/1/13 $48,000 
Less depreciation not taken 6,000 
42,000 
Taxable gain 48,900 


Book gait ..........<: $90,900 

Comment: It is regrettable that no allocation of realty 
cost and sales was made between land and buildings. The 
latter, being depreciable, are not subject to the $2,000 capital 
loss limitation in § 117. 
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“Well, Sinbad,” began the Kid, “I didn’t think you'd 
be looking so cheerful this week.” 


“Why not?” replied Sinbad. 


“Why not?’ echoed the Kid. “Lookit this guy! 
Last week he was beaming at the prospect of getting 
his first Reserve cruise in nearly five years; whole 
fleet coming into New York; room for ev erybody. 
Now the remnants of the fleet are in port, but he’s 
lunching with us; and he wants to know why he 
shouldn’t be glum.” Sinbad merely shrugged his 
shoulders. 

“You wouldn’t understand,” 
spoke up. 

“I do. If you’ve once done time in a uniform, you 
understand how things go in the service, and learn 
to take the breaks as they come. It’s one of the finest 
things that you learn.” Sinbad smiled his assent. 


“I spoke to Captain Lackey yesterday and he said 


I might get a cruise yet. But if I don’t,—well, | 
don’t.” 


Oldtimer picked up the thread at this point. 
“There’s no doubt about the benefits of military ex- 
perience. I urged my youngster to join up in the 
Naval Reserve as soon as he had his certificate. | 
abhor the thought of war, but it’s better to go where 
you are best fitted and prepared in advance.” 

“Right,” echoed Blank. “When the next war 
comes, taxes some of the senators are proposing now 
will seem fine compared to what we'll really get- 
complete conscription of everything, money, men and 
materials.” 

“Maybe I’d better get in,” said Dash, “ 
old?” 

“For the Naval Reserve Supply Corps, you are,” 
said Sinbad, “though in actual wartime, you might 
be accepted for shore duty. At present the Navy 
wants men not over twenty-six, college graduates, 
with a good chance of becoming certified within two 
years.” 

“Well, if I went to war,” said Law, “I’d want to get 
away from my profession. How about that?” 

“The Navy is willing to enroll young college gradu- 
ates who are highly proficient in mathematics. Most of 
them must come from the engineering or polytechnic 
schools.” 

“The Army hasn’t such rigid age limits,” said Star. 
“Any healthy man can apply, and if he has technical 
ability and training, his chances of getting a reserve 
commission are good. And he'll get more rank, too.” 

“Well, the Army is so much bigger that it can’t 
afford to be so choosey,” replied Sinbad, “and if it 
didn’t have the inducement of more rank, it wouldn't 
draw enough good men.” 

“Here, here!” said Oldtimer, “no battles allowed. 
Let’s talk about something more pleasant. Philo, 
how is that tax course you’ve been taking?” 

“It’s fine. They average over one hundred thirty 
men each lecture. The quality of the lecturers varies 
in their ability to make subject matter interesting, but 
all of them know their stuff. Even though I find it 
hard to keep alert after nine thirty, still it’s worth 
going just to get the list of citations. 

(Continued on page 354) 
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IN CURRENT LEGAL PERIODICALS 


LEGAL ASPECTS OF TAX-EXEMPT 
PRIVILEGES 


John P. Wenchel, Chief Counsel, Bureau of 
Internal Revenue 


2 American Bar Association Journal, 
March, 1939, p. 205-209 


It is a singular fact that the Federal Con- 
stitution does not limit in express terms 
the power to tax the property or profits or 
obligations of any state government. It is 
also a singular fact that state constitutions 
do not limit in express terms the power to 
tax the property or profits or obligations of 
the federal government or of the govern- 
ment of any sister State. The doctrine of 
reciprocal immunity is wholly inferential. 
Neither in the Federal Constitution nor in 
any state constitution is language used 
from which such immunity must clearly be 
implied. 

How did we come then to adopt this doc- 
trine of implied limitations upon the taxing 
powers of the federal government and the 
states? Mainly as the result of a misinter- 
pretation of the famous opinion of Chief 
Justice Marshall in McCulloch v. Maryland, 
(1918) 4 Wheat. (U. S.) 316. In that case 
a unanimous court held that a Maryland 
stamp tax on notes issued by the Bank of 
the United States was invalid because it 
was a tax upon an instrumentality of the 
national government. 

The tax was discriminatory, although no 
stress was laid on this fact in the opinion. 
Marshall conceded that Maryland had 
power to tax the real estate of the bank and 
the interest of Maryland citizens in the in- 
stitution “in common with other property 
of the same description throughout the 
State.” Marshall feared, however, that if a 
direct tax could be levied bya State on the 
operations of a federal instrumentality, the 
authority of the national government might 
be seriously impaired. 

It is noteworthy that this newly announced 
Principle of implied immunity of the fed- 
tral government from direct taxation by 
the States was not accepted without some 
doubt and reservations. 

The doctrine of implied immunity is now 
assumed to be reciprocal primarily as the 
result of the decision of the Supreme Court 
in Collector v. Day, (1871) 11 Wall. (U. S.) 
113. In that case the majority of the Court 
ignored the distinction which Marshall 


himself had made and held that the salary 
of a Massachusetts judge was exempt from 
federal tax. Suddenly it had been discov- 
ered that the fathers had written into the 
Constitution the mandate: “What is sauce 
for the goose is sauce for the gander.” 


The Court in its far-reaching opinion in 
Helvering v. Gerhardt, 304 U. S. 405, held 
that the federal income tax imposed on sal- 
aries received by employees of the Port of 
New York Authority did not place an un- 
constitutional burden on the States of New 
York and New Jersey. 


Part and parcel of the doctrine of recip- 
rocal immunity from taxation are two lim- 
itations. Even though the tax be direct, the 
immunity does not extend to all branches 
of a government. When a state steps down 
from the dais of a sovereign to joust in the 
commercial arena of private enterprise, a 
direct Federal tax on the property or prof- 
its of the state business will be upheld 
(South Carolina v. U. S. (1905), 199 U. S. 
437). 


HERE is another limitation upon the 

doctrine of reciprocal immunity from tax- 
ation. An indirect tax is condemned by the 
judiciary only when it discriminates against 
the national or a state government, or sub- 
stantially burdens its instrumentalities or 
obligations. 


— the case of James v. Dravo Contracting 

, (1937) 302 U. S. 134, the Court upheld 

va application of a West Virginia gross 

receipts tax to a contractor engaged in 

building locks and dams for the Federal 

government in West Virginia. It was as- 

sumed by the Court that the tendency of 

such a tax would be to increase the cost of 

the work, but, declared Chief Justice Hughes, 
“that fact would not invalidate the tax.” 


In the case of Helvering v. Mountain 
Producers Corporation, (1938) 58 Sup. Ct. 
623, the Supreme Court overruled two prior 
decisions, one as recent as 1932, and held 
that the income received by a lessee or his 
beneficiary under a lease from the State of 
Wyoming of lands held by the state for 
school purposes was not exempt from fed- 
eral income tax. The case is important be- 
cause it furnishes a recent demonstration 
that the Court, as Mr. Justice Brandeis said 
in his dissent in one of the cases overruled 
(Burnet v. Coronado Oil and Gas Co. (1932) 
285 U. S. 393, 409), “bows to the lessons of 
experience and the force of better reason- 
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ing, recognizing that the process of trial 
and error, so fruitful in the physical sci- 
ences, is appropriate also in the judicial func- 
tion.” The Mountain Producers’ Corporation 
case is also significant because the grounds of 
the earlier cases, as well as their conclusions, 
were overruled. Chief Justice Hughes in 
his opinion pointed out that “where the tax 
is not in fact laid upon the leases as such, 
or upon the government’s property or in- 
terest, but is imposed upon the gains of the 
lessee, like that laid upon others engaged 
in similar business enterprises,” the ques- 
tion is whether “there is in truth such a 
direct and substantial interference with the 
performance of the government’s obligation 
as to require immunity for the lessee’s in- 
come.” The scope of the judicially created 
doctrine of reciprocal immunity from tax- 
ation has therefore been vitally restricted 
by the judiciary itself. 

It is generally recognized that tax- 
exemption is inconsistent with the gradu- 
ated income tax and is socially unjust. There 
is no doubt, of course, that Congress has 
the power to subject Federal securities and 
Federal officeholders to taxation by a State 
which, but for the cloak of the immunity, 
would have the jurisdiction to tax, just as 
it has the power to subject shares ‘of stock 
in national banks to state taxation. 


From the Revenue Act of 1913 to the 
Revenue Act of 1938, interest received by 
a taxpayer upon obligations of a State or 
any political subdivision of a state has been 
expressly exempted from the income tax. 


EFORE the ratification of the Sixteenth 

Amendment, the Supreme Court in Flint 
v. Stone Tracy Co., (1910) 220 U. S. 107, had 
upheld a federal corporate excise tax which 
required the inclusion of interest on state 
and municipal bonds in computing the net 
income. And since the Sixteenth Amend- 
ment the Supreme Court has upheld state 
excise taxes on corporations measured by 
net income from all sources, including fed- 
eral securities (Pacific Co. v. Johnson, (1932) 
285 U. S. 480; Educational Films Corp. v. 
Ward, (1931) 281 U. S. 379). 


These cases all proceed on the theory 
that the tax in question, whether upon cap- 
ital stock or an inheritance or a capital gain, 
is an excise tax, as if an excise tax were 
classified as something entirely different 
from an income tax. 
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In People ex rel. Cohn v. Graves (1937) 
300 U. S. 308, it was decided that the State 
of New York could constitutionally tax a 
resident upon income received from rents 
of land located in the State of New Jersey. 
The majority reasoned, that neither the 
privilege of residing in a State and of in- 
voking the protection of its laws, nor the 
burden of sharing the costs of government 
apportioned by income tax according to 
ability to pay, could be affected by the 
character of the source from which the 
income is derived. 


The principle that income is not consti- 
tutionally free from taxation because the 
source from which it is derived is beyond 
the taxing power is now established. 


SOME INDICIA OF CAPITAL TRANS- 
FERS UNDER THE FEDERAL 
INCOME TAX LAWS 


Paul Harvey, University of Michigan 
Law School 


37 Michigan Law Review, March, 1939, 
p. 745-757 


The fundamental difference between capi- 
tal and income is recognized throughout 
the entire structure of the income tax law, 
and many decisions have distinguished be- 
tween the two for the purpose of determin- 
ing whether a given transaction comes within 
the meaning of the term “income” as used 
in the Sixteenth Amendment, but appar- 
ently the courts have been somewhat doubt- 
ful about advancing any broad, general 
statements by which specific transactions 
might be classified. 


The simple case of an exchange of one 
asset for another of equal value presents 
no problem. The difficulty has come in 
cases where the quid pro quo has been of 
a rather intangible nature, but readily sub- 
ject to evaluation, or where consideration 


in a strict legal sense has been entirely | 


absent. 


One of the chief criteria of income within 
the meaning of the tax law is that of “‘reali- 
zation,” by which is meant some kind of 
severance between capital and the gain or 
profit arising therefrom. Investors are 
interested in income-producing power, not 
mere accumulations of property. From this 
point of view, the fallacy of treating con- 
tributions for capital expenditures as in- 
come can readily be seen. They are neither 
income nor a measure of income-producing 
power. When one adopts a greater per- 
spective, this distinction between capital 
and income merges with the problem of 
when income is realized. 


The situation presented by a creditors’ 
composition is merely another device for 
effecting a transfer of capital. The purpose 
of the transaction is to bolster the debtor’s 
capital structure, permitting him to continue 
in business, and the capital contribution is 
effected by means of cancelling a specified 
portion of the debts owing the various 
creditors. 

One of the principal questions that arises 
is whether the money was received in settle- 
ment of a claim which constituted a part 
of the capital structure of the company. 
The Supreme Court early developed the 
doctrine that for purposes of income tax- 
ation the contributed capital and accumu- 
lated earnings at March 1, 1913 were to be 
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for tax purposes as the capital of the com- 
pany. All accumulations of gains and earn- 
ings, including unrealized gains on capital 
assets, and claims and choses in action 
accruing before that time are to be con- 
sidered a part of this capital sum. How- 
ever, in order to be regarded as capital, a 
claim must have been definite and uncon- 
ditional at March 1, 1913, and the recent 
attitude of the Court seems to be that this 
limitation is to be adhered to very strictly. 

Where it is clear that a loss comes with- 
in the category of a capital loss, money re- 
ceived as reimbursement therefor, whether 
as a result of a judgment or through a 
compromise settlement, has generally been 
regarded as not taxable income. One of 


the more prosaic cases of this nature is the 


recovery on an insurance policy for a loss 
sustained by fire or other casualty, but the 
courts have accepted the same argument 
where the actual loss has been of a much 
more intangible nature. Perhaps a some- 
what similar idea lies behind the rule that 
recoveries on personal damage actions for 
libel, slander, etc., are not taxable. The 
courts have also treated alimony payments 
in a manner closely analogous to reimburse- 
ment for capital losses. 

Workmen’s compensation payments pre- 
sent a similar picture. It is interesting in 
this case that no distinction has been made 
between compensation for loss of life or 
limb, which quite obviously might be re- 
garded in the same light as a capital loss, 
and the compensation for mere loss of 


time, which might with equal ease be re- 


garded as the reimbursement for loss of 
profits or earnings. 


It is difficult to make any positive state- 
ment which would accurately define the 
scope of capital transactions as it has been 
developed. With a reasonable degree of 
certainty, one may say that this concept 
covers more than the exchange of one asset 
for another of equal value or the acqui- 
sition of assets offset by equivalent liabili- 
ties, and outright gifts. A category of defi- 
nitely non-gratuitous capital transfers must 
be recognized. How much this concept 
covers is still doubtful but perhaps it would 
not be too hasty a generalization to say 
that, where money or property has been 
contributed to a business enterprise by 
stockholders or others with the intention 
that these funds are to be used as a part 
of the permanent capital structure of the 
company, a capital transfer has occurred 
out of which no taxable income arises. 
Similarly, any reimbursement or compen- 
sation for capital losses, whether there ex- 
ists a legal obligation to pay or not, may 
also be regarded as a transfer of capital 
out of which no taxable income arises. 


THE PRESENT STATUS OF STOCK 
DIVIDENDS UNDER THE SIX- 
TEENTH AMENDMENT 


George F. James, Assistant Professor of Law, 
University of Chicago Law School 


6 University of Chicago Law Review, 
February, 1939, p. 215-233 


In 1920 the celebrated case of Eisner v. 
Macomber, 252 U. S. 189, was decided, hold- 
ing that the “stock dividends” there in- 
volved were not subject to taxation under 
the Sixteenth Amendment, despite a clear 


regarded as fixed or frozen into a single |and unmistakable attempt to tax them in 
sum, which would be regarded thereafter | the Revenue Act of 1916. Apparently the 
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general contemporary reaction to the de. 
cision was that all stock dividends or none 
were subject to taxation under the amend. 
ment. Certainly the Treasury Department 
and Congress so assumed, with the result 
that the 1921 Revenue Act provided jp 
section 201(d) “A stock dividend shall no; 
be subject to tax. . . .” Reports of Cop. 
gressional committees show that this broad 
and unqualified rule was enacted in the be- 
lief that it was necessitated by the decision 


of Eisner v. Macomber. 


As a result of this general acceptance of 
the Eisner v. Macomber decision as a rule of 
broad application covering all dividends 
paid in the stock of the declaring corpo- 
ration, there followed for a time a dearth 
of litigation on the taxable status of all 
such distributions. The law seemei too 
well settled to require reconsideration. 

The cessation of attempts directly to tax 
stock dividends did not permanently fore- 
close inquiry into their status under the 
Sixteenth Amendment. The very fact of 


their exemption raised new problems which 
in time reopened the whole question to 
judicial consideration. The most immedi- 
ate problem was the treatment to be ac- 
corded the proceeds of sales of dividend 
stock. The Treasury Department from the 


first took the position that after a stock 
dividend the basis for determining gain or 
loss on a sale of either the original or the 
dividend stock should be the basis previ- 


ously attributable to the stock originally 
held, allocated pro raia between the old and 


new shares. 


Another point immediately perceived was 
that the tax exempt character of stock divi- 


dends might be made the basis of an easy 


method of tax avoidance: tax free distri- 
bution of corporate profits in cash might 


be obtained by the declaration and payment 
of stock dividends, followed by redemption 


of part of the outstanding stock in cash. 


In order to determine whether there was 
occasion for the application of this section 
201(d) and similar matter in subsequent 


acts it sometimes became necessary to de- 


termine whether a past distribution had 
been a stock dividend. In cases arising in 
this manner in 1932 the Board of Tax 
Appeals stated that a dividend payable in 
a newly created preferred stock, where only 
one class of stock was outstanding prior 
to the dividend distribution, was a stock 
dividend within the meaning of Eisner v. 
Macomber. 


Where the original and the dividend 
stock were not of the same class the Treas- 
ury Department took the position that the 
cost or other basis was to be prorated 
according to the value of each class. This 
regulation of the Treasury was first tested 
in Tillotson Manufacturing Company (27 
BTA 913). 

The Board concluded that the effect on 
the shareholder rather than the effect on 
the corporation was the material element, 
that holders of non-participating and non- 
voting preferred who receive a distribution 
of common stock do receive something of 
substance, and that Eisner v. Macomber had 
no application to such a case. Finally, the 
Board concluded that section 201(f), prev!- 
ously 201(d), was merely an enactment of 
the decision in the Stock Dividend Case, 
the statute being no broader than the case. 
It followed that the stock dividend was 
ordinary income when received, although 
exempt from normal tax for another rea- 
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Section 820 of the 
Revenue Act of 1938 


(Continued from page 342) 


an erroneous non-recognition of gain or loss, or an 
erroneous exclusion from income. 

Frequently, the seller of the property is not the one 
who participated in the original transaction erron- 
eously handled. The seller may have, instead, been 
one who got the property from the original acquirer, 
under circumstances whereby the seller continues the 
basis of the original acquirer. Where that is the case, 
Section 820 permits the reopening of the return of 
the original acquirer when the inconsistency develops 
in the return of the seller. 

This is very complicated, and so perhaps we can 
best straighten it out by some illustrations. Let us 
suppose that in 1934 a stockholder transfers X Com- 
pany stock, costing him $5,000, to a corporation in 
exchange for its stock of a value of $10,000, and the 
stockholder reports no gain or loss on that transac- 
tion. Now, in 1935, the corporation disposes of 
X Company stock, and takes the position that its base 
is $10,000, the value of its own stock issued for it. Let 
us assume that it is sustained in that position, and 
the stockholder was in error in treating the exchange 
as non-taxable in the previous year. No adjustment 
can be made either against the corporation, or against 
the stockholder under Section 820. It can not be 
made against the corporation because there is no in- 
consistency as to it. The corporation, when it ac- 
quired the property, could have had no tax under any 
circumstances. It was buying something and there- 
fore there was no erroneous exclusion from its income, 
and there was no erroneous non-recognition of gain 
or loss to it. 

The individual stockholder can not be called upon 
to make any payment because in the first place he is 
not the taxpayer who is selling the property in the 
current year. The corporation is the current seller. 






The Tax Talkers 
(Continued from page 350) 


“T hear Howe Cochrane joins the faculty in July,” 
said Law. 

‘“That’s right,” said Philo. “He’s to give part of 
an intensive summer course, particularly aimed at 
lawyers visiting the big city. Six hours a day, for 
two weeks, starting July seventeenth.” 

“Say that again,” said Law, taking out his note 
book. “I’m going to try to attend.” 

So, while Philo repeated at his end of the table, the 
Kid started off on a fresh tangent at the other end. 
“Tt isn’t Congress alone which keeps its eye on the 
big corporations, and ignores the effect of its laws, 
aimed at the big ones, upon the little ones. Too 
many others do it. Take this fellow I met a month 
or so ago. His firm handles audits for some of the 
world’s biggest companies. He was honest in de- 
scribing one client as comparatively small; only 
about five million capital,’ but—” 

“Holy smoke,” exclaimed Dash, “the biggest case I 
ever worked on, not mine, but the firm that employed 
me years ago, had only a two million net worth.” 


June, 1939 


To get after anyone other than the seller, that some- 
body else must be the transferee of the property in 
question in the original transaction. The stock- 
holder was the transferor, not the transferee. 


Let us go further with that same illustration. We 
said that the stockholder reported no gain or loss in 
1934 when he exchanged X Company stock costing 
$5,000 for stock valued at $10,000. Suppose that in 
1938 he sells that stock. He now takes the position 
that there was a taxable transaction on the original 
exchange and that the basis for the new stock is 
$10,C00. We assume that his present position is cor- 
rect. This is the type of inconsistency that Sec- 
tion 820 does take hold of and adjust. The stockholder’s 
return for 1934 would be opened for the purpose. 


Now let us take still another tack. Suppose that 
the stockholder, instead of selling all his holdings in 
1938, sold half in 1937 and half in 1938. In his 1938 
return, he takes the position, for the first time, that 
the 1934 exchange was taxable. On that basis, let us 
suppose that his profit in 1938 is $1,000 instead of 
$3,500. We assume he is going to win on that con- 
tention. But look what happens when he wins. The 
government can now open his 1934 return and tax the 
entire $5,000 profit on all the stock exchanged in that 
year. And so, in order to save $2,500 income in 1938, 
we opened the door to an additional assessment back 
in 1934 on the basis of increased income of $10,009. 
This shows how careful we must hereafter be in mak- 
ing contentions that may involve inconsistencies. 
The monetary effects must be carefully weighed in 
the balance. 


There are many other vital phases connected with 
Section 820—the legality of the provision, its desira- 
bility if legal, etc. But we may pass these over in the 
thought that we have already explored the section 
sufficiently to recall the jingle that who e’er hopes 
for a perfect tax to see, hopes for what ne’er was, 
ne’er is, and ne’er shall be. 





“Exactly,” said Oldtimer, “and I hope the man the 


Kid met wasn’t one of my staff. 
keep them in perspective.” 

“He wasn’t,” said the Kid. 

And then Sinbad spoke: “Why, take the tax bulle- 
tin I subscribe to. It comes up a couple of weeks 
ago with one of the big oil companies spending ninety- 
seven million in taxes last year, and what that meant 
to labor and stockholders. ‘True, important—ap- 
palling, if you will. But never a word about the little 
fellows that lump bigger than all the big ones. 

“It hit me so very hard, because I had just finished 
a report for an outfit with two hundred thousand 
capital. Despite troubles domestic and international, 
it had managed to make a five thousand net-after- 
everything profit. It’s total tax bill for direct taxes 
(and mind you, it owns no realty) was a little more 
than that. That’s disheartening.” 

“Tt is for a fact,” said Oldtimer. “But it’s going to 
be immediately disheartening if we don’t get out of 
here in a hurry.” 

And when the gang looked out the window and saw 
the black clouds gathering for a hard shower, they 
scrammed. 


I endeavor always to 
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ALABAMA Railroads, express companies, freight for- | July 15—— 
July 1— warders, operators of vessels, motor trans- Alcoholic beverage report due from importers 
Automobile dealers’ reports due. portation brokers and motor carriers file and manufacturers. 
July 10—— report of gross operating revenue and pay Gasoline tax report due from filling stations. 
Alcoholic beverage reports due from distrib- fees to the Railroad Commission. July 31—— 
utors, wholesalers and retailers. July—First Monday—— Gasoline tax report due from carriers. 
Automobile dealers’ reports due. Insurance companies’ premiums tax due. Gasoline tax and report due from distributors. 







Last day to file property tax return. 


Oil and s production tax due. 
‘int niin DISTRICT OF COLUMBIA 


Gasoline distributor’s report due. July 10—— 
Gross receipts tax and report due from motor Alcoholic beverage reports due from licensed 
carriers of property for hire. manufacturers, wholesalers and retailers. 


July 15—— 
Gasoline tax report due from carriers, trans- 
porters and warehouses. 
Lubricating oils tax reports due from carriers, 
transporters and warehouses. 
Motor carriers’ tax under 1931 Act—install- 



















ment due. Sales tax reports and payment due. Beer report due from licensed manufacturers 
Motor carriers’ tax under 1932 Act due. Use fuel tax report and payment due. and wholesalers. 
July 20-—— : Use tax report and payment due. July 15—— 
Automobile dealers’ reports due. July 20 Beer tax due. 
Coal and iron ore mining tax report and pay- 
ment due. Beer and wine report and tax due. July 31—— 
Gross receipts tax due from motor carriers. Business privilege tax return due. 






Gasoline tax report and payment due. 

Lubricating oils tax report and payment due. 

Sales tax reports and payments due (includ- 
ing small taxpayers’). 

Use tax reports and payment due. 


Gasoline tax report and payment due. 
Personal property tax return—last day to file. 









COLORADO 


July 1—— 
Private hospital’s report due. FLORIDA 






























July 1— 
ARIZONA = carrier’s report and tax due patel designating agent for service of 
; ; ess due 
July 15—— jul — . 
; : . oo Chain store license tax due. 
Gesoline tax reports and payment due. Coal mine owner's report due. Franchise tax report and payment due. 
Gross income reports and payment due. Coal tonnage tax report and tax due. 
Motor carriers’ reports and taxes due. Income tax (second installment) due July 10—— 
July 20—— : Alcoholic beverage reports due from manu- 
z Sales tax reports and payment due. f a deal 
Gross income tax delinquent. Service tax reports and payment due jul > Sati oe eee 
Motor vehicle carrier report and tax delin- ‘ ‘ uly 1s—— 
quent. ” Use tax reports and payments due. Alcoholic beverage reports due from carriers 
July 25 July 25—— : and transporters. 
Motor fuel carrier’s report due. pil age Raed a eo Cate nee goats receipts tax reports and pay- 
. ment due. 
Gasoline tax report and payment due. Gasoline tax report and payment due. 
ARKANSAS Motor fuel carrier’s delivery report due. 
7 — GEORGIA 






Public utilities’ gross earnings report and re- Property tax (second installment) due. 


















































mainder of fee due. / 1—— as ial aaa 
Tobacco dealers’ permits renewable. nsurance companies’ premiu 
July—First Monday: CONNECTICUT tax due. 
Bank share tax report due. July 1—— July 10—— ‘ 
July 10—— Gasoline tax due. Tobacco wholesale dealers’ report due. 
Alcoholic beverage report and tax due. July 15—— July 15—— 
Natural resources severance tax report and Cable, car, express, telegraph and telephone Malt beverage tax report and payment due. 
Payment due. corporations’ tax returns due. July 20—— 
Natural resources—statement of purchase due. Gasoline tax report due. Gasoline tax report and payment due. 
July 15 July 20—— 
Sales tax reports and payment due. Alcoholic beverage tax report and payment IDAHO 
July 20 due. oes 
Gasoline tax report and payment due. SS 
July—Third etm sia Franchise license tax and statement due. 
Bank share tax installment due. DELAWARE July 10—— : 
Property tax installment due. July 1—— Beer dealers’ report due. 
Express companies’ tax due. July—Second Monday—— 
Franchise tax due. Railroad, telegraph and telephone companies’ 
CALIFORNIA New Castle County property taxes due. property tax reports due. 
July 1—_ Railroad tax (installment) due. July 15 : 
Gasoline tax due. Telegraph and telephone taxes due. Electric power companies’ report and tax due. 
Gasoline retailer’s annual license must be re- Wilmington property taxes due. Gasoline tax report and payment due. 
newed. July 10—— Motor carriers’ gross receipts tax (quarterly 
Public utilities transmitting money—tax due. Bank share report due. installment) due. 
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ILLINOIS 





July 1— 
Insurance gross premiums taxes due. 
July 10—— 
Mileage tax due from motor carriers. 
July 15—— 
Alcoholic beverage report due from ware- 
housemen. 
Last day to make alcoholic beverage report. 
Public utilities report and tax due. 
Sales tax report and payment due. 
July 20— 
Gasoline tax report and payment due. 
July 30—— 
Gasoline tax report due from transporters. 
July 31—— 
Last day to pay franchise tax. 






















INDIANA 





July 1—— 

Motor carriers’ registration fees due. 
Navigation companies’ property tax returns 
due. 

July 15—— 

Bank share tax report due. 

Banks and trust companies’ 
report due. 

Carriers’ gasoline tax report due. 

Gross income tax reports and payment due. 

July 20—— 

Bank share tax due. 

Banks and trust companies pay intangibles 
tax. 

Building and loan association’s intangibles 
tax report and payment due. 

July 25 
Gasoline tax report and payment due. 
Withholding agent’s list of nonresident em- 

ployees due. 

July 30——. 

Last day to file corporation report. 











intangibles tax 


























IOWA 





July 1— 
Chain store license tax due. 
First day to file corporation report. 
Report of stock transfer due. 
July 10 
Carriers’ gasoline tax report due. 
Class ‘‘A’’ permittees make beer tax report 
and payment. 
Motor carriers’ ton-mile report due. 
July 15—— 
Motor carriers’ ton-mile tax due. 
July 20—— 
Gasoline tax report and payment due. 
Sales tax reports and payment due. 
Use tax reports and payment due. 






















KANSAS 





July 5—— 
Alcoholic beverage reports due from whole- 
salers and distributors. 
















July 10—— 
Malt beverage report and tax due. 
July 15 
Carriers’ gasoline tax report and payment 
due. 





Compensating tax report and payment due. 


Motor carriers’ gross ton-mile report and tax 
due. 







July 20—— 
Sales tax report and pay- 
ment due. 
July 25—— 
Gasoline tax report and pay- 
ment due. 














KENTUCKY 





July 1 
Chain store tax report and 
payment due. 
Fees for maintenance of 
public service commission 




















due. 
July 10—— 
Alcoholic beverage blenders’ and rectifiers’ re- 
ports due. 





Alcoholic beverage reports due. 


Refiners’ and importers’ gasoline tax report 
and payment due. 













July 15—— 
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Income tax (second installment) due. 


Motor vehicle fuel (other than gasoline) re- 


ports and payment due. 


Passenger carriers’ mileage tax due. 
Public utilities’ gross receipts tax reports and | July 20—— 


payment due. 
July 20—— 


Oil production tax report and payment due. 


July 21 





Banks’ reports of deposits due. 


jay 31 


Dealers’ and transporters’ gasoline tax report 


and payment due. 


LOUISIANA 


July 1—— 


due. 
July 10 





Wholesalers’ tobacco report 


Importer’s gasoline tax re- 
port and payment due. 
Importer’s kerosene tax re- 
port and payment due. 
Importer’s lubricating oils 

report due. 
Light wine and beer import- 


er’s report due. 


July 15—— 
Carrier’s 
Carrier's 
Carrier’s 
Carrier’s 


gasoline tax report 


er’s report due. 


due. 


kerosene tax report due. 

light wines and beer report due. 
lubricating oils report due. 
Intoxicating liquor manufacturer’s and deal- 


Wholesaler’s tobacco report due. 


July 20—— 


Dealer’s gasoline tax report and payment due. 
Dealer’s kerosene tax report and payment due. 
Light wine and beer manufacturer’s and deal- 


er’s report due. 


Lubricating oils tax due; dealer’s report due. |" Non-intoxicating beer permittee’s report due. 
New Orleans sales tax report and payment | jyly 15—— 


due. 


Petroleum solvents report due. 
Sales and use tax reports and payment due. 


July 30—— 


Natural gas gross sales tax and reports due. 
Natural resources and severance tax report 


and payment due. 


Petroleum products report and tax due. 
Public utility license tax and pipe line reports 


due. 


MAINE 
July 1 
Bank share tax due. 
Gasoline tax due. 
July 10—— 





Manufacturers and wholesalers of malt bev- 


erages report due. 
July 15—— 
Gasoline tax report due. 


MARYLAND 
July 10—— 


Additional tax on whiskey due. 


Admissions tax due. 
Cosmetics tax due. 
July 31 





Beer tax report and payment due. 
Gasoline tax report and payment due. 


MASSACHUSETTS 


July 1 





First installment of property taxes due. 
Last day to pay insurance companies’ pre- 


miums tax. 
July 10—— 
Alcoholic beverage tax 
due. 
July 31—— 


report 


and payment 


Gasoline tax report and payment due. 


MICHIGAN 
July 1—— 


First day to pay corporation privilege fees 


and make report. 
Gas and oil severance tax 
ment due. 


report and pay- 


June, 1939 


July 5—— 
Carrier’s gasoline tax report due. 
July 15—— 
Sales tax report and payment due. 
Use tax report and payment due. 


Distributors’ gasoline tax report and payment 
due. 


MINNESOTA 

July 10—— 

Wholesalers’, brewers’ and manufacturers’ al- 

coholic beverage reports due. 

July 15—— 

Interstate motor carriers’ mileage tax due, 
July 25 

Gasoline tax payments due. 





MISSISSIPPI 
July 5—— 
Factories’ reports due. 
July 10—— 


Admissions tax reports and payment due. 
July 15—— 
Franchise tax reports and payment due. 
Gasoline tax reports and payment due. 
Manufacturers, distributors and wholesalers 
of tobacco (engaged in interstate commerce) 
—reports due. 
Retailers, wholesalers and distributors of light 
wines and beer—reports due. 
Sales tax reports and payment due. 
Use tax reports and payment due. 
July 31 
Factories’ annual report due. 





MISSOURI 
July 1—— 
Corporation statement due. 
July 5—— 


Gasoline tax reports due. 

Retail sales tax reports and payment due. 
July 25 

Gasoline tax due. 





MONTANA 
July 1—— 
Moving nvicture theatre li- 
censes issued and tax due. 
July 15 
Brewers’ and liquor whole- 
salers’ tax report and pay- 
ment due. 





Electric companies’ reports 
and taxes due. 
Gasoline tax reports and 


payment due. 
July 20—— 
Producers, transporters, dealers and refiners 
of crude petroleum—reports due. 
July 30—— 
Oil producers’ license tax reports and tax due. 
Natural gas and telegraph companies’ tax and 
report due. 





NEBRASKA 
July 1—— 
Occupational tax reports and payment due 
from domestic and foreign corporations. 


Personal property taxes (second installment) 
due. 


July 15—— 
Alcoholic beverage manufacturers’ and whole- 
sale distributors—reports due. 
Gasoline tax reports and payment due. 
Imitation butter report and tax due. 


NEVADA 
July 1—— 
Corporation report due. 
July—First Monday 





Electric light, heat and power, gas, street 
railways, telegraph, telephone and water 
companies’ tax due. 

July 15—— 


Carriers’ gasoline tax report due. 
July—Ten Days after First Monday- 

Toll roads and bridges quarterly tax and re- 
ports due. 
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July—Second Monday: 
Last day to make property tax return. © 
July 25—— 
Dealer's gasoline tax reports and payment 
due. 
Use fuel tax report and tax due. 
ayment § July 31—— 
Net proceeds of mines tax reports due. 
NEW HAMPSHIRE 
ers’ al- July 1—— 
Gasoline tax due. 
Public utility report due. 
due, July 10—— 

Manufacturers’, wholesalers’ 
and permittees’ alcoholic 
beverage report due; per- 
mittees’ payment due. 

July 15—— 
Gasoline tax reports due. 
ue, NEW JERSEY 
July 10. 
” Busses in municipalities 
° gross receipts report and 
lesalers tax due. 
merce) Interstate busses report and excise tax due. 
fli July 15—— 
of light Alcoholic beverage reports due. 
July 30-—— 
Carriers’ gasoline tax report due. 
July 31—— 
Distributors’ gasoline tax reports and pay- 
ment due. 
NEW MEXICO 
July 15—— 
Income tax due. 
rt due. Occupational gross income tax reports and 
payment due. 
Oil and gas conczervation tax report and pay- 
due. ment due. 
Severance tax and report due. 
July 202——— 


Motor carriers’ report and tax due. 
July 25—— 
Gasoline tax report and payment due. 
July 30-—— 
Oil and gas production tax net value report 
due. 














NEW YORK 
July 1——_ 
Last day to pay village property taxes. 
July 15—— 
New York City occupancy tax return and pay- 
ment due. 
New York City personal property tax return 
and payment due. 
July 22-—— 
Alcoholic beverage taxes and reports due. 
New York City retail sales tax returns and 
payment due. 
July 25—— 
— public utility’s tax and report 
ue. 
New York City conduit companies’ taxes and 
reports due. 
New York City public utility excise tax re- 
turns and payment due. 
July 31—_ 
Gasoline tax reports and payment due. 
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NORTH CAROLINA 





July 1 
Installment paper dealer’s report and tax due. 
Taxpayers subject to compensating use tax 
must register within 30 days. 
July 10 
— beverage tax and railroad report 
ue, 
Carriers’ gasoline tax reports due. 
July 15—_ 
vvenchine carrier’s monthly report and tax 
ue, 
Sales tax report and payment due. 
Spirituous liquor tax due. 













street 
water 









and re- 


July 20—— 
Distributors’ gasoline tax reports and pay- 
ment due. 
July 30-—— 
Electric light, power, street railway, gas, 


July 31—— 
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water, sewerage and telephone companies’ 
reports and taxes due. 

Insurance companies premiums tax and semi- 
annual report—last day to pay and file. 


Franchise tax report and payment due. 
Lightning rod dealers’ and manufacturers’ re- 
port and payment due. 


NORTH DAKOTA 
July 1— 
Domestic corporation’s report and fees—first 
day to file and pay. 
Express company tax—last day to pay. 
Railroad and telephone company property tax 
report due. 
July 15—— 
Gasoline tax reports and payment due. 
Interstate motor carrier’s tax due. 
Transactions tax report on alcoholic beverages 
and tax due. 
July 20—— 
Sales tax report and payment due. 
Use tax report and payment due. 


OHIO 
July 10—— 
Admissions tax report and payment due. 
Class ‘‘A’’ and ‘‘B’’ permittees’ alcoholic bev- 
erage reports due. 
July 15—— 
Franchise tax due. 
Private motor carriers’ tax due. 
Public motor carriers’ tax due. 
Use tax on cigarettes and report due. 
Use tax report and payment due. 
July 20 
Dealers’ gasoline tax reports due. 
Domestic insurance companies’ premiums tax 
due. 
Intangibles tax due from dealers, intercounty 
corporations and public utilities. 
Private motor carrier’s report due. 
July 30—— 
Carriers’ gasoline tax report due. 
July 31—— 
Sales tax report and payment due. 





OKLAHOMA 
July 1—— 
First day for filing affidavit of capital stock 
of foreign corporations. 
Oil, gas and mineral gross production reports 
and payments due. 
July 5—— 
Operator’s report of mines (other than coal) 
due. 
July 10—— 
Airport’s gross receipts report and tax due. 
Alcoholic beverage reports and payment due. 
July 15—— 
Gasoline tax report and payment due. 
Motor carrier’s mileage tax due. 
Sales tax report and payment due. 
July 20—— 
Coal mine operator’s report 
due. 
Use tax report and payment 
due. 
July 30—— 
Cotton manufacturers’ 
port and tax due. 
Oil and natural gas—infor- 
mation report due. 
Oil, gas and mineral gross 
production information re- 
ports due. 


re- 





OREGON 


July 1—— 
Annual mining statement due. 
Corporation license tax reports due. 
Special motor carrier’s fee due. 

July 10—— 

| Oil production tax report and payment due. 
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July 15—— 


Corporation license tax—first day to pay. 


July 20—— 


Alcoholic beverage tax report and payment 
due. 

Gasoline tax report and payment due. 

Motor carrier’s report and tax due. 


July 21—— 


Last day to file annual franchise (license) tax 
report without penalty. 


PENNSYLVANIA 
July 1—— 
Philadelphia mercantile license tax due. 
July 10—— 
Importers of spirituous and vinous liquors— 
reports ‘due. 
Malt beverage reports due. 
July 15—— 
Manufacturer’s alcoholic beverage tax report 
and payment due. 
July 31—— 
Gasoline tax reports and payment due. 
Philadelphia personal property tax due. 


RHODE ISLAND 





July 1 
Corporate excess tax due. 
Franchise tax due. 
July 10—— 
Gasoline tax due. 
Manufacturers’ alcoholic beverage report due. 
July 15—— 
Corporate excess tax delinquent. 
Franchise tax delinquent. 
Gasoline tax reports due. 
Public utility tax delinquent. 


SOUTH CAROLINA 

July 1—— 

Motor carrier’s tax installment due. 
Tobacco warehouseman’s statement due. 

July 10—— 

Admissions tax report and 
payment — last day to 
make. 

Last day to file power tax 
return and make payment. 

July 20—— 

Gasoline tax report and pay- 





ment due. 
July 30—— 

Insurance companies’ pre- 
miums tax return and 
semi-annual installment of 
tax due. 

SOUTH DAKOTA 
July 1—— 
Motor carrier’s tax due. 
July 15—— 


Alcoholic beverage sales report due. 
Gasoline tax report due. 
Sales tax reports and payment due. 
July 30—— 
Mineral products severance tax report and 
payment due. 


TENNESSEE 
July—— 
Cottonseed oil mill report due during month. 
July 1— 


Corporation report and fee due. 
Excise (income) tax returns and payment due. 
Franchise tax reports and payment due. . 
July 10—— 
Barrel tax on beer due. 
Bus mileage report and tax due. 
Carrier’s gasoline tax report due. 
Last day to make alcoholic beverage report. 
July 20—— 
Distributor’s gasoline tax report and payment 
due. 
Freight carrier’s mileage tax and returns due. 
July 31—— 
Last day to make insurance companies’ pre- 
‘miums tax return and installment payment. 
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TEXAS 








July 1 
Commercial and collection agencies’ 
ports and payment due. 
Ores, marble and cinnabar ore tax reports and 
payment due. 


tax re- 























Public utility tax reports 
and payment due. 
Sulphur production tax re- 
ports and payment due. 
Textbook publisher’s tax re- 
ports and payment due. 
July 15 
Oleomargarine dealer’s re- 
port and tax due. 







































































July 20—— 
Gasoline tax report and 
payment due. 





July 25 
Admissions tax reports and payment due. 
Carbon black production tax report and pay- 
ment due. ’ 

Natural gas production tax report and pay- 
ment due. 

Oil production tax reports and payment due. 

Prizes and awards of theatres tax reports 
and payment due. 
















































































UTAH 
July 1—— 
Public utility fee due. 
July 10 





Carriers’ gasoline tax report due. 
Liquor licensee reports due. 
July 15—— 
Gasoline tax report and payment due from 
distributors and retailers. 
Sales tax return and payment due. 
Use tax return and payment due. 
July 31—— 
Employer’s report due. 





















































July 15—— 

Corporation income tax and excess profits tax 

return due for fiscal year ended April 30. 
Form 1120. 

Entire income-excess profits tax or first quar- 
terly installment due on returns for fiscal 
year ended April 30. Forms 1040, 1041, 1120, 
1120H, 1120L. 

Entire income tax or first and second quar- 
terly installments due under general exten- 
sion (citizens abroad, etc.) for fiscal year 
ended January 31, with interest at 6% from 
April 15 on first installment. Form 1040 
or 1120. 

Entire income tax or first quarterly install- 
ment due on returns of nonresidents for 
fiscal year ended January 31. Forms 1040, 
1120NB. 

Fiduciary income tax return due for 
year ended April 30. Form 1041. 

Foreign partnership return of income due by 
general extension for fiscal year ended Janu- 
ary 31. Form 1065. 

Individual income tax return due by general 
extension for fiscal year ended January 31, 
in case of American citizens abroad. Form 
1040. 

Individual income tax return due for fiscal 
year ended April 30. Form 1040. 

Last quarterly income tax payment due on 
returns of nonresidents for fiscal year ended 
April 30, 1938. Forms 1040B, 1040NB, 
1040NB-a, 1120NB. 
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VERMONT | 
July 10—— 
Alcoholic beverage tax reports and payment 
due. 
Property taxes payable in installments due. 
July 15 
Corporation income tax (second installment) 
due. 
Electric light and power companies’ report 
and tax due. 
July 31—— 
Gasoline tax report and payment due. 
VIRGINIA 
July 10—— 
Beer dealers, bottlers and manufacturers re- 
port due. 
July 20 
Gasoline tax reports and payment due. 


WASHINGTON 





July 1 
Domestic corporation’s license tax due. 
Foreign corporation’s license tax and report 

due. 


July 10 
Brewers and manufacturers of malt products 
—reports due. 


July 15—— 
Admissions tax report and payment due. 
Butter substitutes report and payment due. 
Gasoline tax report and payment due. 
Gross income tax return and payment due. 
Public utilities gross operating tax report and 

payment due. 

Sales tax report and payment due. 

Use tax report and payment due. 





Federal Tax Calendar 


July, 1939 


July 15 continued 

Life insurance company income tax return 

due for fiscal year ended April 30. Form 
1120L. 

Monthly information return of stockholders 
and directors of foreign personal holding 
companies due. Form 957. 

Nonresident alien individual income tax re- 
turn due for fiscal year ended January 31. 
Form 1040B. 


Nonresident alien individual income tax re- 
turn due (no U. S. business or office) for 
fiscal year ended January 31. Form 1040NB. 


Nonresident foreign corporation income tax 
return due for fiscal year ended January 
31. Form 1120NB. 


Partnership return of income due for fiscal 
year ended April 30. Form 1065. 


Personal holding company returns due for 
fiscal year ended April 30. Form 1120H. 


Resident foreign corporations and domestic 
corporations with business and books abroad 
or principal income from U. S. possessions 
—returns due for fiscal year ended January 
31 by general extension. Form 1120. 


Second quarterly income-excess profits tax 
payment due for fiscal year ended January 
31. Forms 1040, 1041, 1120, 1120H, 1120L. 

Second quarterly income tax payment due on 

returns of nonresidents for fiscal year ended 

October 31, 1938. Forms 1040B, 1120NB. 
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WEST VIRGINIA 
July 1—— 
Additional fee of public utilities due. 
Domestic corporation’s license tax and report 








due. 
Motor vehicle and carrier registration anq 
fees due. 
July 10—— 
Alcoholic beverage tax report and payment 
due. 
July 15—— 
Sales tax report and payment due. 
July 30—— 
Beer dealer’s annual report due. 
Gasoline tax report and payment due. 
Occupational gross income tax quarterly re- 
port and payment due. 
WISCONSIN 
July 1 
Motor carrier’s flat tax due. 
July 10 


Aicoholic beverage tax reports due. 

Oleomargarine tax report and payment due, 
July 15 

Motor truck registration and fees due. 
July 20—— 

Gasoline tax reports and payment due. 





WYOMING 

July 1—— 

Homestead exemption certificates due. 
License (franchise) tax report and payment 
due. 

July 10—— 

Carrier’s gasoline tax report due. 

July 15 
Gasoline tax report and payment due. 
Sales tax report and payment due. 
Use tax reports and payment due. 

July 20—— 

Motor carrier’s report and tax due. 








July 15 continued. 

Stockbrokers’ 
count due for June. Form 838. 

Third quarterly income-excess profits tax 
payment due for fiscal year ended October 
31, 1938. Forms 1040, 1041, 1120, 1120H, 
1120L. 

July 20 

Monthly information return of ownership cer- 
tificates and income tax to be paid at source 
on bonds due for June. Form 1012. 

July 31—— 

Admissions, dues and safety deposit box rent- 
als tax due for June. Form 729. 

Excise tax on electrical energy, telegraph and 
telephone facilities and 
transportation of oil by 
pipe line due for June. 
Form 727. 


Excise tax on lubricating 
oils, fancy wooden matches, 
and gasoline due for June. 


monthly return of stamp ac- 





Form 726. 
Excise taxes on sales due 
for June. Form 728. 


Last day to file capital stock 
tax returns. 

Processing tax on oils due for June. 
932. 

Sugar (manufactured) tax due for June. Form 
1 (Sugar). 


Form 
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Tax Exemption of 
Governmental Securities 
(Continued from page 332) 


of estates of rich decedents shows, our wealthy men 
still keep the major part of their wealth in junior 
issues. Tax-exempt bonds never gave anyone con- 
trol over an enterprise. And the power and the op- 
portunities for capital gain that inhere in common 
stocks are not to be surrendered lightly—even for a 
substantial tax saving—by the men who can afford to 
own them. Nor must we overlook that nondistribu- 
tion of corporate profits, even with an undistributed 
profits tax in effect, may accord a wealthy holder of 
common stocks as substantial a tax avoidance as 
would ownership of tax-exempt government securities. 

3ut even though the existence of tax-exempi issues 
may not attract all or most “large wealth” out of 
venturesome junior investment, and even though the 
small investor can still obtain “safe” government se- 
curities without much of a sacrifice in yield—in short, 
even though the investment market is not “turned 
on end”—nonetheless the general investment effect of 
tax exemption is bad. No one can deny that a sub- 
stantial amount of “big wealth” is locked in tax- 
exempts. To the extent that this element of “big 
wealth” was shifted to industrial placement, it would 
encourage new issues which would stimulate general 
economic activity, or encourage a transfer of venture- 
some junior securities from investors with less wealth 
who are less fitted to hold such issues. Abolition of the 
tax exemption privilege would eliminate an element of 
investment distortion now present. 


Net Loss to Governments 


If the governments that issue tax-exempt securities 
gained more, through lower interest rates, than is lost 
to the tax-collecting governments through tax avoid- 
ance, we might argue, on grounds of expediency, that 
the profit involved offsets the factors of injustice and 
investment distortion noted above. But issuing gov- 
ernments do not gain more than the taxing govern- 
ments lose. In a country that employs progressive 
income taxes, every tax-exempt bond issued involves a 
revenue loss that outweighs the interest gain. 

At any given time, the extent of the net loss sustained 
by governments because of tax-exempt securities is 
determined by three factors—the progressive character 
of the rate schedules of the personal income taxes 
‘evied in the country, the amount of government se- 
curities outstanding relative to the markets for them, 
and the current investment interest rate. 

If only proportional property or income taxes were 
levied, taxpayers’ gains through ownership of tax- 
exempt securities (which is an inverse way of saying 
governmental losses on tax receipts) would be ap- 
proximately balanced by governmental gains on inter- 
est saving. The tax saving involved would be uniform 
for all taxpayers, and the price or “interest saving 
differential” of government securities would establish 
itself at a figure that would approximately balance the 
uniform tax-saving gain to taxpayers and the interest 
saving by the issuing governments. But the existence 
of progressive federal and state personal income taxes 
introduces, as was stated earlier, variations in the 
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“tax-exemption value” of government securities to 
different individuals. Under the present federal tax, a 
man with $500,000 of taxable income avoids a tax of 
72 per cent on an additional $250,000 of “tax-exempt” 
income, while a man with $22,000 of taxable income 
avoids a tax of 17 per cent on an additional $4,000 of 
“tax-exempt” value. With any given volume of tax- 
exempt securities on the market, their “tax-exemption” 
value, and hence their price in terms of “interest rate 
differential,” is determined by the “marginal” set of 
purchasers who gain least from tax-exemption, but 
whose purchases are necessary for complete absorp- 
tion of the outstanding issues. The extra tax-avoid- 
ance gain of the “infra-marginal” holders in the higher 
income brackets is clear loss to the taxing govern- 
ments. And the extent of this infra-marginal taxpayer 
gain or governmental loss is determined by the scale 
of income tax rates. If the income tax is sharply pro- 
gressive—if there is a big difference between the tax 
rates on the infra-marginal purchasers of tax-exempt 
securities and on the marginal purchasers—the govern- 
mental loss is correspondingly large. If, as in the state 
personal income taxes, the rate progression is mild, the 
tax loss on the infra-marginal holders of tax-exempt 
securities is slight. 


Given any particular degree of income tax rate 
progression, the extent of tax loss on infra-marginal 
holders of tax-exempt securities is determined by the 
amount of such securities outstanding, since it is this 
amount that determines how far up or down the in- 
come-bracket scale the no-profit-no-loss “margin” of 
tax-exempt security holders will be established. Were 
only a few hundred million dollars of tax-exempt 
securities outstanding, under the present federal in- 
come tax rate schedule they would all gravitate into 
the possession of individuals with taxable incomes 
over $1,000,000. For such individuals there would be 
a profit in holding tax-exempts even if their yield 
were only one-quarter that of corresponding taxable 
securities. The purchasers would not be willing to 
sacrifice in lower interest rates the full amount of 
their tax saving, since they would be surrendering 
the element of control attached to junior securities, 
and the “safety” feature of government issues would 
not be an important consideration to them. But the 
discount would be slight. With all the purchasers of 
these bonds enjoying approximately the same tax 
saving and with all willing to pay—in reduced yield— 
almost as much as this saving was worth to them, 
the issuing governments would gain in interest saving 
almost as much as the taxing governments lost. There 
would be some loss, but it would be slight. 

But with larger amounts of tax-exempt securities 
outstanding, the demand of individuals in the top 
income brackets is fully satisfied, and some of the 
securities must be bought by individuals in lower 
income brackets whose tax saving is less. Naturally 
they are going to pay less—that is, insist on a higher 
yield—than top-bracket buyers. As “marginal” pur- 
chasers, their demand determines the “interest differ- 
ential” of the entire volume of tax-exempts. On these 
marginal buyers, the issuing governments gain in “in- 
terest differential” almost as much as is lost in taxes, 
but meanwhile on the infra-marginal buyers—the pur- 
chasers in the top income brackets—the tax loss is 
much greater than the issuing governments’ gain. 
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As the amount of government securities outstand- 
ing increases, the “margin” of purchasers moves 
farther down the income-bracket scale, the tax saving 
possible for the newer groups of purchasers becomes 
smaller, and the “interest differential” between tax- 
exempts and comparable taxables shrinks. When the 
shrinkage of differential has proceeded far enough, a 
new demand element enters—the “safety” and “liquid- 
ity” investors. For a while, the extent of this new 
market for tax-exempts may “peg” the price—as 
measured by the “interest differential”—for govern- 
mental securities, in spite of a further big expansion 
of issues. But as expansion continues in the face of an 
established structure of joint demand—the demand 
schedules of “tax-exemption” purchasers plus the 
“safety” and “liquidity” purchasers—the price of new 
issues must be brought ever lower—i.e., a higher in- 
terest rate must be offered—with the result that the 
“interest differential” shrinks still further. Govern- 
mental loss through tax avoidance increases as the 
reduced “interest differential” makes possible tax avoid- 
ance through purchase of tax-exempts to individuals in 
lower and lower income brackets, at the same time that 


governmental gain through interest saving grows less and 
less. 





As stated above, the current investment interest rate 
also affects the net loss inflicted by tax-exempt 
securities on governments at any given time. While 
the relative “interest differential”—the ratio of the 
yield of government securities to that of correspond- 
ing taxable securities—is determined by the volume 
of government securities outstanding relative to the 
market demand for them, the absolute amount of this 
“interest differential” depends upon the current in- 
vestment interest rate. If the current yield for “sound” 
taxable securities is 3 per cent and the “interest differ- 
ential” ratio is one-sixth, government issues can be 
marketed at a ™% per cent interest saving; if the 
current yield for sound taxables is 6 per cent, at the 
one-sixth ratio the interest saving for governments 
is one per cent. Governmental gain through interest 
saving depends upon the absolute, not the relative, 
“interest differential.” But governmental loss through 
tax exemption is independent of the levels of taxable 
security yield, government security yield, or “interest 
differential.” Therefore the net loss suffered by gov- 
ernments through the issue of tax-exe mpt securities 1s, 
other things being equal, greater on securities issued at a 
time of low interest rates, such as the present, and less on 
securities issued at a time of high interest rates. 


The interest-saving gain that governments derive from 
tax-exempt securities is established, for the life of the 
issue, when the securities are sold. It is determined 
by the factors noted < ssion of exist- 
ing tax rate schedules, the volume of government 
securities outstanding in relation to the markets for 
them, and the current investment interest rates. The 
tax-avoidance loss, which is a factor from the moment 
when the bonds are issued, may change during the 
life of the issues if the rate schedules of existing taxes 
are modified, or if new taxes—to which the exemption 
of the securities applies—are introduced. If the pro- 
gression of taxes in existence when the issues were 
marketed is increased, or if new taxes subject to the 

















exemption are introduced, an additional tax loss, over 
and above what could be calculated at the time of 
issue, is incurred, because additional tax avoidance 
becomes possible without any retroactive effect on 
interest saving. If “tax reduction” occurs after the 
marketing of an exempt issue, the tax-avoidance gain 
of the security purchasers—or, inversely, the govern- 
mental loss—is reduced without any retroactive effect 
on the original interest saving. In a recent book® | 
summarized the historical significance of this feature 
of tax exemption as follows: 

“As of 1923 the federal government had neither gained nor 
lost through total exemption of First Liberty Loan bonds 
from federal income taxation, it had lost by its partial ex- 
emption of later bond issues, and what it had lost through 
tax exemption of state and local bonds was probably just 
balanced by the gains of the state and local governments 
in marketing their issues . For the 1920’s as a whole, 
when federal income tax rates were being reduced and few 
state income taxes were adopted, a net gain . . . was prob- 
ably realized on all tax-exempt bond issues. But with the 
increase of federal and state income tax rates during the 


1930’s, tax-exempt bonds have caused the taxing govern- 
ments a staggering (supplementary) tax loss.” 


Inconsistent Distribution of Losses between the 
Federal Government and State and 


Local Governments 


As was stated above, the tax-avoidance loss that 
governments suffer because of tax-exempt securities 
depends upon the degree of rate progression in the 
taxes they levy. The federal government imposes a 
sharply progressive income tax, hence it sustains a 
substantial tax-exemption loss—estimated between 
$179,000,000 and $337,000,000 annually. Only twenty- 
nine states impose progressive personal income taxes, 
for the most part with maxima of 5 per cent or 6 per 
cent, so that state income tax losses through tax- 
exempt securities are relatively slight. So widespread 
is non-assessment of securities under state and local 
property taxes, even under the low-mill rates of classi- 
fied property taxation, that tax exemption can prac- 
tically be ignored as a property tax factor. The state 
and local governments, therefore, lose but little reve- 
nue through tax exemption. 


Nearly the entire gross tax loss involved in tax-exempt 
securities is borne by the federal government. Such in- 
terest saving as is possible with the present low “interest 
differential” is divided between the federal govern- 
ment on the one side and the state and local govern- 
ments on the other, in proportion to their issues of 
securities. It is possible that a few of the states with 
progressive income taxes are in the same position as 
the federal government of losing more through tax 
avoidance, accomplished by the agency of tax-exempt 
federal issues as well as by their own non-taxable 
bonds, than they gain on interest saving. But unques- 
tionably most of the state and local governments at the 
present time enjoy a net gain through their power to 
issue Securities exempt under the federal income tax. 

The federal government is paying a hidden subsidy to 
many of the states that costs it several times more than 
the net gain to the states. 





5 American Public Finance (Prentice-Hall, New York, 1938), 
Pp. 618-619. 
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How to End the Exemption of 
Governmental Securities 


There are four possibilities of Congressional action 
to eliminate the abuse of tax-exempt securities: 

1. A resolution forbidding future issues of federal securi- 
ties carrying exemption from federal taxation. ; 

2. Enactment of a statute, in accordance with the Presi- 
dential Message of April 25, 1938, specifically including 
interest on state and local obligations in the concept of 
“taxable income” under the federal income tax, with or 
without a reciprocal waiving of immunity of federal issues 
from state and local taxation. 

3. Amendment of the federal income tax, to change it 
froom a tax “on income,” as authorized by the Sixteenth 
Amendment, to an excise “on the act and transaction of 
receiving income measured by net income received.” 

4. A constitutional amendment. 
Possibilities 2 and 3 above are alternatives. Possibil- 
ities 1 and 4, together with the alternative 2 or 3, could 
be pursued concommitantly. 


Resolution on Future Federal Issues 


For reasons stated earlier, every federal or federal 
instrumentalities issue carrying full tax exemption 
would involve the federal government in a substantial 
tax loss. Partially-exempt issues, whose exemption 
does not apply to the personal income surtax, involve 
a mild loss, since no individual or institution will pay 
more—in acceptance of lower interest rates—than his 
or its gain through such partial exemption, and in all 
probability will pay somewhat less. 

A resolution forbidding future issuance of federal 
or federal instrumentalities securities exempt from 


federal taxation will not, of course, affect the exemp- 
tion privilege of outstanding issues. 


Taxation of “Tax-Exempt” Interest 
under the Present Income Tax Law 


I am none too optimistic on the possibility that 
extension of the federal income tax in its present form 
to the interest on outstanding or future state and local 
obligations would be sustained by the courts.** I feel 
that Mr. James Morris made out a much too optimistic 
analysis of the Supreme Court’s recent approach to 
the issue of federal taxation of state instrumentalities.® 
Not one of the cases cited by Mr. Morris questioned 
or weakened the basic proposition, established in Col- 
lector v. Day, 11 Wall. 113, and Pollock v. Farmers Loan 
& Trust Co., 157 U. S. 429, that basic functions and 
instrumentalities of the states—in which category 
state and local borrowing and state and local bonds 
must fall—may not be taxed or subjected to other 
interference by the federal government. The decisions 
in Flint v. Stone Tracy Co., 220 U. S. 107, Educational 
Films Corp. v. Ward, 282 U. S. 379, and Pacific Co. v. 
Johnson, 285 U. S. 480, turned on an issue which I 
will discuss later—the doctrine of “subject and meas- 
ure.” The inheritance tax cases mentioned by Mr. 
Morris also involve this issue. The line of cases rep- 
resented by Metcalf & Eddy v. Mitchell, 269 U. S. 514, 
l ustc J 157, and James v. Dravo Contracting Co., 302 
U.S. 134, 58 Sup. Ct. 203, accept the fundamental prin- 


5a Written before the Supreme Court’s decision in the O’Kceefe 
case. That decision specifically overruled Collector v. Day. 
5’ Hearings, cit. supra, pp. 36-52. 
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ciple of the freedom of basic federal or state functions 
from taxation by each other, and merely construe certain 
functions as “contractual,” “proprietary,” or “inci- 
dental,” and hence not protected by the principle that 
covers the basic functions and instrumental'ties. No- 
where in the hundreds of tax cases that have been 
decided by the Supreme Court since Pollock v. Farmers 
Loan & Trust Co. (supra) is there the faintest indication 
of any intention to overrule the fundamental principle. 

I do not wish to be understood as saying that what 
the Supreme Court has created it can not unmake. The 
principles that the federal government may not tax 
state instrumentalities, and that the state and local 
governments may not tax federal instrumentalities, are 
judge-made law, and judges can overrule them. But 
overruling of such fundamental law is a step that the 
Court would be utterly averse to taking. Possibly the 
present members of the Supreme Court would take 


that step. My personal conviction is that they would 
not. 


Amendment of the Income Tax to Make It an 
Excise on the Receipt of Income 


Although the Supreme Court might refuse to over- 
rule a fundamental element of established constitu- 
tional law, if it were provided with a legal fiction 
that would enable it to sustain nondiscriminatory 
federal taxation of state instrumentalities and nondis- 
criminatory state taxation of federal instrumentalities 
without specific overruling of established law, it might 
well make use of that fiction to further the purposes 
that the President has in mind. As it happens, there 
is such a legal fiction, created by the Supreme Court, 
at hand. 

In Flint v. Stone Tracy Co., (supra) the Court estab- 
lished the fiction that every tax has a legal subject on 
which the tax is imposed and an economic measure to 
which the rate of the tax is applied. In this case, a 
federal corporation income tax which included as tax- 
able income the interest on state and local bonds held 
by the taxed corporation, was held valid on the ground 
that the legal subject of the tax was the act of doing 
business as a corporation—a permissible subject for a 
federal excise. The Pollock case (supra) was not over- 
ruled, but simply held not to apply to the situation 
under consideration, since the Pollock decision turned 
upon a tax whose subject was income. 


This legal fiction of the “subject and measure” of 
taxes has had a checkered history, sometimes em- 
ployed, sometimes ignored by the Court.’ During the 
1930’s the Supreme Court has made liberal use of it 
to sustain state corporation income taxes applied to 
income from federal bonds, to the income of a bridge 
company whose earnings were derived from interna- 
tional traffic, and to other elements of income which 
might have been thought, under older principles of tax 
law, to be exempt from state tax powers. Congress 
took note of the Court’s use of this fiction in 1926, 
when it amended R. S. 5219 to permit states to tax 
national banks under special excises “measured by 
net income,” thereby enabling the states to include 
interest on federal bonds held by banks as part of the 
measure of their bank taxes. 


™See my American Public Finance, pp. 173-175. 
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I suggest that this fiction of “subject and measure” 
might be used to frame a federal income tax applying to 
the interest on state and local securities. With the phrase- 
ology of the tax law amended so that the tax becomes 
“an excise on the act and transaction of receiving 
income by individuals and corporations, measured 
by the net income received,” the Supreme Court would 
be able to sustain the taxation of interest on state and 
local securities without overruling established funda- 
mental law. Perhaps the Court would choose not to 
accept this avenue of escape. If that should be its 
temper, be sure that it would never ratify the approach 
suggested by the President. But there is also the 
important possibility that it might accept this avenue 
of escape, whereas it would refuse flatly to overrule 
the older law. 


Constitutional Amendment 


If a statute to abolish the exemption privilege of 
government securities can be drafted so as to be 
sustained by the Supreme Court, by all means let the 
reform be accomplished by this direct, quick route. 
The only way to determine whether the Court will 
sustain such a statute is to pass it. There will be no 
paucity or delay in cases to carry it before the Court. 
If the statute is not sustained, the situation will be no 
worse than it is now. 

There are two objections to proceeding to abolish 
tax exemption by constitutional amendment. One, the 
obvious one, is the delay involved. The second derives 
from the circumstance noted above that “most of the 
state and local governments at the present time enjoy 
a net gain through their power to issue securities 
exempt under the federal income tax.” This being so, 
can it be expected that three-quarters of the states 
would deprive themselves of a net advantage by rati- 
fying an amendment ending that advantage? 

If it proves impossible to abolish tax exemption of 
government securities by statute, then there will be 
no alternative but to try the amendment route. In 
such case, it will be politic to combine the proposal 
to abolish tax exemption with some other proposal 
of advantage to the states. A suggested tie-up would 
be an amendment clause modifying the limitations 
upon state tax and regulatory powers under the inter- 
state commerce rule. State officials have long urged 
an amendment on this subject—I believe that the 
question has been several times before Congress— 
and the two reforms combined might receive ratifica- 
tion where the tax-exemption proposal alone would fail. 


Reciprocal Extention to States of Tax Powers 
over Federal Securities 


Whichever method of extending the federal income 
tax to interest on state and local securities is enacted, 
the state and local governments should be granted 
reciprocal right to tax federal securities. This might 
well prove to be merely a formal gesture, since if the 
“subject-measure” principle should be upheld as a 
method open to the federal government of taxing state 
and local issues, the same principle would be available 
to the state and local governments to extend their 
taxes to federal securities. Indeed, as already pointed 
out, some of the state governments are already utiliz- 
ing this principle to tax the interest on federal bonds. 
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Authorities on constitutional law are in dispute as 
to whether Congress can waive an incident of federal 
sovereignty, such as the immunity of its instrumental- 
ities from state and local taxation. To me, the weight 
of argument seems unquestionably for the proposition 
that it can waive this particular court-created incident 
of sovereignty. The line of Supreme Court bank tax 
decisions on R. S. 5219 seems unanswerable authority 
for this proposition. 


Application of the Proposed Tax 
to Outstanding or to Future Issues 


If abolition of the tax-exempt privilege were accom- 
plished by revising the phraseology of the federal i in- 
come tax to conform with the “subject-measure” 
principle, the precedent of Supreme Court decisions 
would indicate that the tax could be applied to out- 
standing tax-exempts, federal as well as state and 
local. Pacific Co. v. Johnson (supra) may be cited as 
authority for this conclusion. Whether it would be ad- 
visable so to extend the tax is another question. 

Beyond doubt all present holders of tax-exempt se- 
curities who purchased them for their “exemption” 
value would feel that they had been made the victims 
of a super-fraud on the part of the federal government. 
They sacrificed a small “interest differential” to buy 
the tax saving. Now they would be deprived of their 
tax saving—itself a matter for intense bitterness— 
without compensation for their sacrifice. Awareness 
of this point has been expressed. 

But to the minds of some, an important economic 
consideration may overrule this ethical consideration. 
If the proposed tax should apply to future issues of 
governmental securities, a long time—estimated up to 
fifty years—must elapse before all tax-exempt secu- 
rities are eliminated. Over this period, there will be a 
constant shrinkage of the volume of tax-exempt secu- 
rities outstanding, with the retired issues replaced by 
taxable ones. Investors in “safety” and “liquidity” 
will purchase the new taxable issues, while seekers 
after tax-exemption will continue to buy the outstand- 
ing tax-exempts. There will be a slow but steady shift 
of the remaining tax-exempts from “safety” and 
“liquidity” investors to “exemption” investors. When 
the supply of outstanding tax-exempts shrinks to the 
point where it is somewhat less than sufficient to sup- 
ply the total demand of “exemption” investors, 
recipients: of large incomes, to whom the exemption 
privilege is worth more than to small-income recip- 
ients, will begin to bid away the remaining tax-exempts 
from smaller-income investors by offering a premium. 
The “margin” of tax-exempt investment will start 
moving up the income-bracket scale. The more the 
supply shrinks, the higher the margin will rise, and 
the higher will be the premium offered on the remain- 
ing tax-exempts. True, the “exemption” profit to 
large-income recipients from ownership of tax-exempt 
securities will be diminished by the substantial 
premiums they will have to pay for these securities. 
But, although the large-income recipients will find 
their “exemption” profit reduced, the taxing govern- 
ments will not be the gainers. The premiums in ques- 
tion will constitute an “unearned increment” received 
by prior holders of the securities. 


(Concluded on page 369) 
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WASHINGTON 


Taxes Took 22% of National Income 
in 1938 


Americans paid a greater share of their national 
income in taxes in 1938 than in any other year as 
far back as records are available, according to a report 
on the trends in taxation just made by the Economic 
Research Division of the National Industrial Con- 
ference Board. 

The share taken by taxes last year according to pre- 
liminary estimates made by the Conference Board 
was 22 cents per dollar of national income, a marked 
increase over the previous peak in taxation in 1937, 
when the rate was 17.7 cents per income dollar. 
Total collections by federal, state and local authori- 
ties amounted to approximately $13,700,000,000, the 
largest sum ever taken by taxes in the United States 
in a single year. This represented a tax burden of 
$105 per capita for the entire population, and an 
average of $317 per person employed. 

Tax collections have mounted steadily since 1933, 
according to the report, but until 1938 the national 
income also rose each year, so that the ratio of taxa- 
tion to national income remained near 17 per cent 
throughout the five-year period. Last year, however, 
total collections rose 11.4 per cent higher than in 1937, 
while the national income dropped more than 10 per 
cent. 

The increase in tax collections has been so rapid 
that even if the national income in 1938 has remained 
at the post-depression peak of nearly $69,400,000,000 
reached in 1937, the proportion taken by taxes would 
still have been considerably higher than ever before 
in our history—just under 20 cents per income dollar. 


During the Nineteen Twenties the ratio of tax 
collections to national income averaged about 12 per 
cent. At the 1938 level of the tax burden, a national 
income of $114,000,000,000, or almost double that of 
last year, would be required to restore that ratio. 


_ Federal collections were found to have taken an 
increasing proportion of the tax total in recent years, 
rising from 22.0 per cent in 1932 to 43.3 per cent in 
1938. 


The following table shows the Conference Board’s 
estimates of the national income and total tax collec- 
tions from 1925 through 1938; also the percentage of 
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the national income taken by all taxing authorities 
and by the Federal Government in each year. 


National All Tax % Tax 

Year Income Collections Collections 
(In Billions of Dollars) 

1925-29 avg. 74.6 8.9 12.0 
1930 72.4 10.3 14.2 
1931 60.2 9.3 15.4 
1932 46.7 8.1 17.4 
1933 44.7 75 16.8 
1934 51.6 8.8 17.0 
1935 56.2 9.7 17.3 
1936 65.2 10.5 16.1 
1937 Preliminary 69.4 12.3 177 
1938 Preliminary 62.3 13:7 22.0 


Property Taxes Sink to New Low 
as State Revenue Source 


General property taxes, which 25 years ago pro- 
duced 51 per cent of all state tax revenues, now rank 
eighth among state tax sources, according to a recent 
report of the Federation of Tax Administrators. 
States now rely on the various sales and income taxes 
as the major sources of state tax income. 


The steady decline of general property taxes in rev- 
enue production—from 51 per cent in 1915 to 20.8 per 
cent in 1931 and 7.8 per cent in 1937—-was matched by 
a corresponding increase in revenues produced by 
motor fuels and other sales taxes. 


Motor fuels taxes alone jumped from 7.9 per cent 
in 1925 to 17.5 in 1929, and to 20.0 in 1937, the report 
stated. The other sales taxes, including tobacco, 
liquor, and general sales taxes, yielded another 20 
per cent in 1937. 


The Federation noted, in connection with this shift 
in the state tax base, that the taxes which superseded 
property taxes were new in the state fiscal picture. 
The gasoline tax was adopted first by Oregon in 1919, 
and by the other 47 states by 1929. Motor vehicle 
licenses, which produced only 4 per cent of the total 
tax receipts in 1915, yielded 9.5 per cent in 1937. The 
income tax yield went up from 0.1 per cent in 1915 to 
10 per cent in 1937. 


To complete the tax revenue structure, the Federa- 
tion listed percentages produced in 1937 by the re- 
maining four of the nine major tax types listed. They 
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include: business and license taxes, 12.1 per cent; 
payroll taxes, 9.2 per cent; inheritance taxes, 3.7 per 
cent; and other taxes, 7 per cent. 

Property taxes still are the major sources of local 
revenues, the Federation said, but here, too, there has 
been a marked decline. Property taxes yielded 81 per 
cent of local revenues in 1906, dropped to 62 per cent 
in 1911, went up to 67 per cent in 1932, and then fell 
off to 60 per cent in 1936. 

If total state revenues, including non-tax receipts 
such as earnings of various municipal departments, 
rents, and grants-in-aid, are considered, the largest 
single item of revenue in 1937 was grants-in-aid from 
the Federal Government, the Federation said. The lat- 
ter type of income amounted to 16 per cent of the 
total in 1937, compared with 1.2 per cent in 1915 and 
8.3 per cent in 1925. 


“Million-Dollar Incomes” 


Recently the staff of the Joint Committee on In- 
ternal Revenue Taxation submitted a report on “Mil- 
lion-Dollar Incomes” from 1917 to 1935, based on 
Statistics of Income, published by the Bureau of 
Internal Revenue. 

The report first deals with all taxpayers who have 
reported a net income of over $1,000,000 in any of 
the years 1917 to 1935. 

In 1914, there were 60 individuals with net incomes 
of over $1,000,000. During the period from 1915 to 
1935, this number increased in some years and de- 
creased in others. The smallest number was for the 
year 1932. Only 20 taxpayers filed returns showing 
net incomes of over $1,000,000 for that year. The 
highest number was for the year 1929, for which 513 
returns showing net incomes over $1,000,000 were 
filed. For the year 1936, 61 returns were filed show- 
ing net income in excess of $1,000,000. 

The total statutory net income of these individuals 
for the years 1917 to 1935 reached its peak in 1929 of 
$1,212,099,000, and its lowest point in 1932 of 
$35,240,000. Figures available for 1936 show the 
statutory net income for that year to be $107,641,000. 
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This class of taxpayers reported on 
the average about 1.6 percent of the 
entire net income reported by all 
individuals during the period from 
1917 to 1935. 


Dividends furnished about 39 per- 
cent of the income of this group, 
and capital gains, about 43 per cent. 
Most of the capital gains were real- 
ized during the period of 1922 to 
1931 when we had a flat tax of 12", 
percent on capital gains. In 1929, 
over 60 percent of the income of 
this group was derived from capital 
gains. 

It is admitted that the Commit- 
tee’s report does not reveal reliable 
data with respect to the accumula- 
tion of wealth in the country. This 
is because the persons reporting net 
incomes of over $1,000,000 in one 
year are not necessarily the same persons reporting net 
incomes of over $1,000,000 in another year. For ex- 
ample, it was found that only two individuals in the 
United States have reported a net income of over 
$1,000,000 in every one of the 20 years, 1917 to 1936, 


The following verbatim quotations from the report 
are significant: 


Harris & Ewing 


“A million dollars a year of net income received by one 
individual is a large sum of money. It may represent the 
earnings from an enormous capital; it may represent the 
unusual gain from the sale of a capital asset; it may represent 
the profits from profitable speculations; it may even repre- 
sent the earnings from personal service when that service is 
exceptional and unique in character; or it may represent the 
aggregate income derived from two, three, or four of these 
factors combined. 

“Since 1913 the idea of taxation according to the principle 
of ability to pay has been well recognized in this country. 
In England this idea has been recognized since the days of 
Adam Smith in the eighteenth century. However, the prac- 
tical application of this principle of ability to pay has been a 
slow process of evolution in England. Moreover, in that country 
it is still maintained by the majority of statesmen that taxation 
should be for revenue purposes only. In this country that idea 
was also followed for many years, but in recent years it cannot 
be doubted that the social and economic aspects of tax meas- 
ures have been given almost as prominent a place in the 
consideration of such measures as the revenue itself. 

“First, there has been advanced the idea that the distribu- 
tion of wealth is essential. This is not a new idea. Lord 
Bacon advanced the proposition that the distribution of 
wealth was most desirable many years ago. Then, there is 
the secondary matter of the concept of income. Should in- 
come take account of capital gains and losses? Then, there 
is the problem of tax-exempt income. A still greater problem 
is the law of diminishing returns and the question of how 
far we can go in destroying the profit motive. Finally, should 
we attain the objective of distribution of wealth by means of 
the estate and gift taxes, or by means of the income tax, or 
by both combined? 

“Upon no subject has there been more extreme misstate- 
ment of fact than upon the degree to which wealth is con- 
centrated in this country. 

x * * 


“Finally, if we take the 38 individuals whose returns have 
been analyzed in the aggregate, it will be found that their 
total net income was $61,835,000 in 1917 and $70,666,000 in 
1936. This does not seem to represent a very high accumu- 
lation of wealth in a 20-year period if wealth can be indicated 
by the income derived therefrom.” 
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Among many interesting tables in the report is one 
showing the charitable contributions of million- 
dollar-income taxpayers. The smallest total was for 
1932—$72,000, being 1.49 percent of total income. 
The largest total was for 1929—$1,845,000, or 6.41 per- 
cent of total income. The largest percentage of total 
income contributed was 7.02 percent in 1936, when the 
charitable contributions totaled $328,000. 


Petroleum Industry Contributes $4,150,000,000 


to National Income 


Contributions to the national income made by the 
petroleum industry in 1938 were at the rate of $3.40 
for each of the 1,213,000,000 barrels of crude oil pro- 
duced and at the rate of $4,150 for each of the indus- 
try’s employes, according to preliminary estimates. 

Total cash income added to the national economy 
by the production, refining, and marketing depart- 
ments of the industry is estimated at $4,150,000,000, 
made up of pay rolls, taxes, royalty, lease and bonus 
payments, equipment purchases and railroad trans- 
portation charges. 

Pay rolls and taxes were the two largest items con- 
tributed by the industry, with pay rolls approximating 
$1,500,000,000, and taxes paid to federal, state, and 
local authorities amounting to about $1,300,000,000. 

Other items making up the total include $200,000,000 
for royalties, lease and bonus payments; $875,000,000 
paid to other industries for equipment, supplies, and 
service, and $275,000,000 paid to the railroads for 
transportation charges. 


Business Purpose in Reorganization 


At the time of the hearings on tax evasion and 
avoidance by Congress in 1937, one of the methods 
which was exposed and condemned was the use of 
corporations formed in the Bahama Islands as a tax- 
saving device. In a recent decision the Board had 
before it the tax effects growing from such procedure. 
The case was that of C. A. Munroe.’ The deficiency 
was almost three million dollars. The facts were as 
follows: 


In 1922 petitioner organized corpora- 
tion A under the laws of Illinois for 
the purpose of dealing in installment 
paper, it also having power to deal in 
corporate stocks and bonds. In order 
to furnish this corporation with neces- 
sary working capital, petitioner made a 
loan to it of certain securities which 
were to be returned to him in ten years, 
together with interest and dividends 
received on securities plus a sum equal 
to one-fifth of such dividends and in- 
terest. Corporation A became very 
prosperous. Shortly after its organiza- 
tion, petitioner was advised by counsel 
that it should be reorganized under the 
laws of Delaware, but, although a plan 
of reorganization was prepared, and 
corporation B was organized under the 
laws of Delaware, nothing further was 
done until 1930. In that year petitioner 
organized corporation C and corpora- 
tion D under the laws of the Bahama 
Islands. Thereupon, he transferred to 
corporation C, among other assets, his 


* 393 CCH § 7253. 
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rights against A, arising out of the loan of capital, in exchange 
for all of C’s stock. A transferred all of its assets to D for 
two-thirds of D’s stock. C then canceled its rights arising 
out of petitioner’s loan of capital, in return for one-third of 
D’s stock. D thereupon transferred all of its assets to B 
(the Delaware corporation) in return for all of B’s stock, 
one-third of which was distributed by D to C, and two-thirds 
to A, which immediately transferred this stock to petitioner. 
1) subsequently dissolved, but B and C continued to operate 
and do business. The Commissioner contended that the case 
was governed by Gregory v. Helvering, 35-1 ustc § 9043, 293 
U. S. 465, and that the plan had no relation to the business of 
the corporations involved but was merely a plan to decrease 


taxes. 

The Board held that there was a reorganization un- 
der the 1928 Act, and that no-gain resulted to the tax- 
payer from the exchanges and distributions connected 
with the plan. 

The case arose under the 1928 Act. Tax effects 
today would depend upon whether the foreign corpo- 
rations might come under Sec. 331 et seg. of the 1938 
Act, relating to foreign personal holding companies. 


Reorganization Act of 1939 


The only part of the Reorganization Act of 1939 
(which became law on April 3, 1939, when the Presi- 
dent signed the bill (H. R. 4425)) pertaining directly 
to federal taxes, is the provision in Section 3(b) that 
no reorganization plan shall provide for the transfer, 
consolidation, or abolition of the whole or any part 
of a long list of Government agencies, including the 
Board of Tax Appeals. Although the measure is 
stated to be designed to reduce Government expendi- 
tures by coordinating and consolidating Government 
agencies and by eliminating overlapping and duplica- 
tion of effort, the Act provides for a permanent addi- 
tional overhead of $60,000 per annum represented by 
the compensation of six new administrative assistants 
at $10,000 per year, to be appointed by the President. 


Railway Taxes 


Railway taxes in 1938 totaled $340,779,786 or 9.6 
percent of their gross operating revenues taking 
94 cents out of every dollar of revenue. 


Harr.s & Ewing 


The Lincoln Memorial Bridge, Washington 
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Problems in State Taxation 


(Continued from page 344) 

At present a great deal of discussion arises over the 
joint use of income as a base for federal and state 
taxes. Obviously neither can make as extensive use 
of this as if it were not used by the other. The thing 
which must be done is to agree upon some workable 
basis. Many suggestions have been made. Some 
would have the Federal Government undertake many 
more functions and thus relieve the pressure upon the 
revenue needs of the states; some would have the 
Federal Government assume the entire responsibility 
for the administration of the income tax which would 
be followed by allocations to the states; some would 
have the Federal Government grant credits against 
income taxes levied by the states in much the same 
way that credits are now used in the levy of taxes on 
the transfer of property at death in order to insure 
some semblance of uniformity in the use of income 
taxes by the states. 

These devices possess merit, certainly in the minds 
of those who advocate them. Certainly the claim of 
states’ rights is not as formidable as it once was, or 
at least it has shifted to different quarters and there 
is little doubt but that society is going to continue to 
rely more extensively upon the Federal Government 
for services than ever before. It is doubtless true, 
moreover, that the states are going to insist that they 
be allowed to continue to perform functions to such 
an extent that the problem of securing sufficient rev- 
enue will still remain. This is doubtless as it should 
be, for experience has shown that a great many of us 
are = to take as much as we can get from the 
big Santa Claus at Washington with little considera- 
tion as to actual need, cost, or who makes the pay- 
ment. In the interest of wisdom of public expendi- 
tures, and in their economy and efficiency, the origin 
of the expenditure should not be too far removed from 
the locale of that expenditure. 


This comment, moreover, has some bearing upon 
the suggestion for federal administration and alloca- 
tion of income taxes. Here again it would appear to 
large numbers of the people that the support for our 
projects is coming from Washington and so the more, 
better and bigger projects we can have in the states 
the better. Other observations on this suggestion are 
also pertinent. The claim that the elimination of 
duplicate administrative machinery would greatly re- 
duce costs does not have much to substantiate it. For 
the Federal Government to administer all the returns 
now administered by the states would add greatly to 
the number since exemptions are generally much 
lower in the states, and as lower brackets are added 
the number of returns multiplies rapidly. Not much 
saving in administrative expense could be expected, 
especially when the task of reallocation of funds is 
also considered. Aside from expense involved, more- 
over, to find a satisfactory formula for the allocation 
among states presents an insurmountable problem. 

A still further difficulty with the plan of federal 
collection and allocation is that it would force a uni- 
formity of income taxation in the different states, a 
condition which I consider highly undesirable. No 
reason exists why each state should levy the same 
rates because it is entirely possible and desirable that 









each state may want to spend a different percentage 
of the social income through the channel of govern- 
ment. States with large per capita incomes may need 
to spend only a small percentage to secure desirable 
governmental services while in other states the per- 
centage may be much larger. In Illinois, for example, 
in 1929-30 only about 6 per cent of the social income 
was taken to provide all state and local functions, 
while in some of the southern states, about three 
times this amount was taken to provide highways and 
education alone. To equalize rates through federal 
administration—allocation simply would mean a sub- 


versive type of subsidation which might be difficult 
to justify. 


State Revenue System 


Without much fear but that this prediction will be 
correct, the states will continue to levy taxes in the 
future and many of them. One of the problems which 
needs attention and which will continue to need atten- 
tion is the revenue system which will be used by the 
individual states. Until the emergency created by the 
depression came along, the trend was to place more 
and more reliance upon income as a source for rev- 
enue. The rapid development in the use of the sales 
tax can be attributed to emergency needs and time, 
of course, can only tell how deeply its roots have been 
imbedded in the fiscal system. Personally, from the 
standpoint of justice, I feel it would be a tragedy if 
it continued to occupy a place of anything like the 
importance it does at present. I remember in a recent 
conference of the National Tax Association, that an 
individual who presumably ranks high as an authority 
in public finance, advocated a sales tax in preference 
to an income tax, because of the convenience of pay- 
ment. This might be an argument, provided that the two 
types of taxes would fall upon the same individuals 
with the same degree of severity. Certainly this is far 
from the case, and anyone interested in justice must 
resent any such proposal. 


Income as Tax Base 


Logic and justice point to an extensive use of in- 
come as a base for taxation. In this should be included 
the income both of individuals and business although 
the justification must be on different grounds. I still 
hold to the opinion that taxes upon individuals can be 
justified and should be measured on the basis of ability 
to pay, but that the concept of ability cannot be ap- 
plied to an inanimate business entity. Note that | 
have used the word business rather than corporation. 
In the past, of course, the taxation of business has 
practically been synonymous with the taxation of 
corporations, but this cannot be justified. The reason 
for the selection of the corporation as the base for 
special taxation is easy to see. The existence of capi- 
tal stock gave a possible base upon which to make a 
levy which did not exist in other forms of business. 
Only with the later emphasis upon net income as a 
base for taxation, and with the possibility, through 
the development of reasonably accurate cost accounts, 
of the fairly accurate determination of net income, 
does it become possible to extend the base of business 
taxation from the corporation to all types of business 
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—the individual entrepreneur, the partnership and the 
corporation. 

Such taxation can find an unimpeachable justifica- 
tion even though it cannot be on the basis of ability to 
pay. I sometimes think academicians have gone too 
iar in their advocacy of taxation on the basis of ability, 
and that in such a case as business taxation we should 
rely for our justification on the benefit doctrine. 
After all, the success of any business, whatever its 
form, must depend upon the contribution of society. 
Robinson Crusoe would have had difficulty in achiev- 
ing success as a merchant, a barber, a dentist, a 
lawyer, a grocer, or as any other professional man. 
A quid pro quo relationship exists between business 
and society, and to tax business simply recognizes 
the debt which it owes to society. The real problem 
to which attention must be turned is how to measure 
the amount of the tax. Income suggests the base and 
a certain percentage, say 10 per cent on the invest- 
ment or of a personal salary might be exempt, and 
itis even conceivable that progressive rates might be 
justified upon the remainder. Supplementary to this 
business tax should, of course, be the personal income 
tax upon the income of persons from whatever source 
derived. This, moreover, should be calculated on the 
basis of ability to pay. 

An objection to income as a substantial part of the 
tax base, which I consider to be greatly exaggerated, 
is that it will provide inadequate funds in time of 
emergency such as in a depression. Those who are 
thus alarmed have not sensed the real difficulty. They 
must remember that upon whatever base a tax is 
levied it must be paid from income. The real diffi- 
culty with income as a base, or with any other base, 
is that in the seven fat years we proceed to gauge 
public expenditures just as if these seven fat years 
would continue. The proper procedure would be to 
keep the expenditures under control in the good years 
so that they do not consume all the available revenue. 
When the bad years come along, then, the expendi- 
tures can continue to be financed by a manipulation 
of the income tax rates and exemptions. 

Granted the logic and administrative calculability 
of a business tax supplemented by a personal income 
tax, one very formidable administrative problem still 
confronts us. This problem is that of interstate 
comity. Business and personal incomes cross and re- 
cross state boundaries and to arrive at some formula 
which will indicate to each state that part of a busi- 
ness or personal income which it will accept as its 
rightful share for purposes of taxation seems to be 
the task of a wizard rather than that of a finite mind. 
Different types of reciprocity agreements have been 
written into state laws and different types of alloca- 
tion formulae have been devised. Even though my 
given name does suggest some powers of divination, 
this does not carry so far that I want to suggest any 
single or simple device which will be a solution to 
this problem. 


Economic Consequences of Taxation 


The last problem I shall mention but briefly although 
it is a vital one to which all too little attention has 
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been given. It is that our tax administrators and tax- 
payers must give concern to the economic conse- 
quences of taxation. Administrators frequently take 
the position that they need be concerned only with the 
revenue which a tax will bring. The fact is, of course, 
that, whether we recognize it or not, the levy of any 
and every tax must have economic repercussions, and 
wisdom dictates that these should be given considera- 
tion. The attitude of business men to the sales tax 
indicates how shortsighted they may be in their advo- 
cacy of a particular form of tax. On the one hand, 


they are anxious for an extensive market for their 
goods, yet on the other hand ‘they are anxious for a 
form of taxation which definitely curtails it. 


Closely connected with this is the need, somehow, 
to develop a sense of individual and business coépera- 
tion, to make a system of taxation effective. We fre- 
quently are willing to agree to the merits of a 
proposition as a general thesis, yet as individuals we 
are anxious to as great an extent as possible, to chisel 
out from under it. This is true not only in our atti- 
tude to taxation, but to a lot of other economic activi- 
ties. I am not sure but that there is a great deal of 
tragedy in our economic rugged individualism. What we 
need first, then, as a solution to the problem of state taxa- 
tion is a defensible system from the social and eco- 
nomic viewpoint, and then to see to it that every one 
concerned is forced to accept the responsibility which 
is his. 
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Capital Gains and Losses Since 1922 
(Continued from page 334) 


two years (or a net of $50,000) would have paid a tax 
of 18% in 1922 and 53% in 1938. An individual with 
“no income” as shown in (9) paid nothing in 1922 and 


now has a tax of $9,700. 


In (4) for 1922 an income of $100,000 would result 
in a tax equal to 170% of an income of $50,000 as in 
(8), whereas in 1938 (4) is only 65% of (8). 

Perhaps the most interesting feature of the change 
in the treatment of capital gains in 1938 is that affect- 
ing securities held from eighteen months to two years. 
Table E shows the difference between the average tax 
from 1922 to 1937 in each of the cases discussed herein 
and the tax at 1938 rates. Item (2) includes a gain 
on securities held between eighteen months and two 
years and (10) includes a similar loss and reflects the 
change in the 1938 law affecting such a holding period. 


TABLE E 
% Change between 1938 
Average and Average 
ax Tax 1922-1937 
1922-1937 1938 Increase Decrease 
(1) $24,260 $34,000 40 
(2) 22,840 19,700 14 
(3) 15,030 17,200 14 a 
(4) 13,850 17,200 24 
(5) 7,230 9,700 34 
(6) 8,140 24,000 195 
(7) 13,840 26,500 91 
(8) 15,010 26,500 77 
(9) *9 080 9,700 7 d 
(10 *9 080 1,520 83 
(11) *9 080 3,070 inc 66 





* Average based on 1934-1937. 


So far, we have been considering situations in which 
the capital gain or loss had been constant each year. 
Let us now examine what might have happened to 
“average” individuals who each year realized gains 







TABLE F 
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or losses on securities. Table F shows a fixed annual 
income of $50,000 from other sources without regard 
to credits or exemptions, and the gain or loss from the 
sale each year of securities with a basis of $250,000 
held respectively: (A) one year and a day, (B) two 
years and a day, (C) three years and a day. 

The rate of tax for the full period is high because 
the security losses in the early 1930’s decrease the total 
gains without, unfortunately, any relief in taxes. In 
1938 the short term capital loss is not deductible and 
the tax is therefore computed on the other income, 
However, a portion of it may be carried forward to 
1939 and deducted from short term gains and the tax 
for 1939 would be the same as for 1938 although the 
total income for 1939 exceeds the previous year by 
$95,000. In A the tax rate on $66,400 for 1924 is 16%, 
in 1926 on $73,525 it is only 14%, in 1934 on $61,575 
it is 21% and in 1939 on $67,875 it is 14%. In B the 
sale of securities held over two years resulted in a 
capital gain in 1923 and the tax rate was 14% of the 
income of $84,400 whereas in 1935 the tax rate was 
21% on a smaller gain. 


It is apparent from the examples given that there 
is no general trend in the taxation of capital gains 
and losses from 1922 to date. Income tax rates on all 
forms of taxable income declined to 1929 and have 
increased since then as the needs for revenue have 
increased. Revolutionary changes in the treatment of 
capital gains and losses were made in 1934 and 1938. 
The chief benefit of the last change pertained to sellers 
of securities held between eighteen and twenty-four 
months, particularly those who realized losses from 
such sales. However, those who have short-term gains 
and long-term losses are not so fortunate. From 1924 





1The gain or loss is calculated by taking the difference between 
the annual averages of Standard Statistics’ group of 90 stocks. The 
annual figure is based on the monthly averages weighted for the 
number of shares traded on the New York Stock Exchange in that 
month. 


Gain or (Loss) on Securities Sold with a Basis of $250,000 Held for (A) One, (B) Two and (C) Three Years together 
with a Fixed Income of $50,000, the Tax thereon and the Rate of Such Tax 


Gain or (Loss) on Securities plus 
Other Income of $50,000 





























1922-1938 . 
Amount and Rate of Tax 

Year A B c A % B % c % 
1922 ..$ 78,025 61,000 $ 42,175 $ 19,311 25 $ 10,175 17 $ 6,567 16 
1923 a: 56,375 84,400 67,375 9,760 17 12,140 14 10,012 15 
924. .:... 66,400 42,445 100,800 10,640 16 9,147 13 12,650 13 
ae ey 91,900 108,300 114,675 14,496 16 12,548 12 13,344 12 
1926.... 73,525 115,425 131,825 10,151 14 13,438 12 15,488 12 
 - ee . 106,725 130,250 172,150 18,121 17 15,291 12 20,529 12 
1928 .. 147,075 203,800 227,325 28,209 19 24,485 12 27,426 12 
a7... ieee 167,400 264,475 321,200 31,616 19 31,569 12 38,660 12 
1930.... Beer (43,400) 74,000 171,075 ie 8,260 11 20,394 12 
1931 ; (102,650) (196,050) (78,650) oo Bae 

Woae .... ; (82,000) (234,650) Cte eC eC CO ee 

1933. ... ; 97,000 (35,000) (287,650) 28,660 30 oo 

1934 61,575 108,575 (23,425) 12,946 21 24,221 22 9,080 

1935 ... 70,025 81,600 128,600 15,568 22 16,773 21 30,466 24 
1936 ... 134,725 154,750 166,325 45,024 33 41,967 ad 46,273 28 
need... ohne 52,725 137,450 157,475 10,463 20 35,531 26 42,981 27 
1938. . ; ; (27,575) (24,850) 59,875 9,700 989 11,181 19 
Total* . .. $ 947,850 $1,106,250 $1,243,100 $264,665 28 $256,534 23 $305,051 25 
1939 ** ; 67,875 (9,700) (6,975) 9,700 14 : 347 

Total 1922-1939. $1,015,725 $1,096,550 $1,236,125 $274,365 27 $258,623 24 $307,398 25 
* Other Income $850,000 $850,000 $850,000 
Net Capital Gain 97,800 256,250 393,100 





** Based on an estimated average for 1939 of 100.00. 


For 1938 the 
average was 92.85. 
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to 1937 an individual with a short-term gain as now 
defined and an eighteen to twenty-four month loss 
paid a tax of less than half that levied on a short-term 
gain plus a loss from securities held over 2 years— 
Table B (6) and (7). In 1938 the two are much more 
nearly the same. The comparison between 1922 when 
long-term losses were deductible from any other in- 
come and the treatment in 1938 is startling. In Table 
A the last seventeen years show that the longer the 
holding period from which a gain results the lower the 
tax rate and the converse is true in Table B referring 
to capital losses. 


The income tax laws will no doubt be overhauled 
again shortly. It is impossible to say what new idea 
may be developed in the treatment of capital gains 
and losses. But it does not seem likely that any larger 
credit will be allowed for long-term losses. On the 
contrary it is quite possible that less credit may be 
allowed for losses arising from sales of securities held 
from eighteen to twenty-four months by changing 
either the percentage taken into account or the alter- 
nate rate tax. In fact this holding period now in the 
1938 act may be eliminated altogether after a trial of 
ayear or two. The carryover of short-term losses may 
also be eliminated if it is decided that this causes too 
great a decline in revenue. The trend will undoubtedly 
continue to be upward in the taxation of capital gains 
and losses as well as on other forms of income. 


Tax Exemption of Governmental Securities 
(Concluded from page 362) 


The moment that a law taxing the interest on future 
government issues went into effect, all issuing govern- 
ments would have to increase the rate on their offer- 
ings by the present small “interest differential.” The 
interest saving to issuing governments would there- 
fore be lost immediately. But the revenue loss to the 
taxing governments and the injustices of tax-exemp- 
tion discrimination would continue unabated for 
twenty or thirty years longer. And then, for another 
twenty years, there would be a gradual abatement of 
the injustice and the tax loss, during which time every 
transaction in outstanding tax-exempts would yield 
the prior holders an “unearned increment” in the form 
of a rising premium on these securities. 


Granted that abolition of the tax-exempt privilege 
on all outstanding governmental securities would 
work an injustice upon the present holders of these 
securities. But continuation of the tax-exempt privilege 
for the present outstanding volume of governmental se- 
curities will continue for another half century most of 
the tax discrimination injustice that we want to end, it 
will not bring in a penny of additional revenue to the 
taxing governments for at least another quarter of a 
century, and it will produce an unjust flowering of un- 
earned increment. It is an open question where the 
balance lies between these sets of injustices. 


1 practical compromise might be to allow a ten-year 
extension of the exemption privilege to outstanding is- 
sues. At the present time, because of the tremendous 
volume of government securities outstanding and the 
low current interest rates, the market value of the 
exemption privilege—as evidenced by the “interest 
differential’—is quite low. This market. value is a 
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capitalized value—the value of this year’s exemption 
to an average holder of a tax-exempt security, plus 
the discounted value of next year’s exemption, plus 
the further discounted value of the following year’s 
exemption, and so on for the life of the security. The 
discount that is applied to the value of exemptions ten 
years or more in the future is so great that in the 
present “interest differential” or market price of tax- 
exempt securities with a life greater than ten years it 
is an infinitesimal figure. This infinitesimal value of 
exemptions ten years or more hence could be abol- 
ished with practically no sacrifice to present holders 
of the securities—not so much sacrifice as is involved 
in many cases by the month-to-month market varia- 
tions in the prices of these securities. 


The Basis of the Federal Fiscal Policy 
(Continued from page 340) 


The second category of corporations, those without 
the privilege of interstate financing, should be taxed 
at a lower rate, but the stockholders should be obliged 
to declare all profits like partners in a partnership. 
I know that there are legal and administrative diffi- 
culties involved in such a procedure, but they do not 
appear to me to be insurmountable. 

The corporate income taxes in my opinion should 
be supplemented—as is done in a number of states— 
by a tax based on the long-term debts (or on the in- 
terest paid on the long-term debt) in order to remove 
the tax disadvantage of corporations financed by 
stock rather than loans. 

Besides these corporation taxes it seems to me that 
from the point of view of fiscal expediency as well as 
justice of tax distribution a general business tax has 
its proper place in a modern tax system. If we con- 
sider the government as a partner in production, busi- 
ness should pay its share in defraying government 
costs just as it pays for labor, capital and manage- 
ment.* Here I cannot repeat in detail why a tax based 
on the “value added by manufacture” i. e., the sum 
of wages and interest and profits, appears to be the 
most equitable form of business taxation. Only for 
agriculture and possibly also for a few branches of 
distribution and services must another tax basis be 
elaborated as a substitute. Such business taxes 
should become more and more the backbone of state 
taxation, while local communities should maintain the 


real estate taxes besides a number of other taxes of 
minor importance. 


Thereby, the Federal Government would tax the 
most movable subjects, wealthy individuals and large 
corporations, the states would tax business, and the 
municipalities—land, the most immovable object of 
taxation. This would also mean a scale from the most 
sensitive to the more steady sources of revenue. The 
Federal Government, of course, is more able than 
states and local governments to carry a deficit in 
periods of depression and, on the other hand, needs 
the tax sources which respond quickest to an upturn 
in business and the national income. 


I realize that this contribution to the present dis- 
cussion of tax reform appears utopian to everyone 


*Cf. G. Colm, ‘‘The Ideal Tax System’’ in Social Research, 
August, 1934. 
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who knows the constitutional and political difficulties 
impeding every move in this field. Yet we should at 
least clarify our notions of what is desirable for a 
period in which taxation reached a level unknown to 
former times and in a period of economic instability. 
Only by such an overhauling of our ideas can we 
make sure that in our daily compromises with the 
realistic necessities, we will nevertheless move in the 
right direction. 


Some Tax Considerations 
in the Preparation of Wills and Deeds 
(Continued from page 337) 


the estate tax return as her basis and returned a small 
capital loss. The internal revenue agent found that 
the securities had been irrevocably transferred by the 
mother in 1931 to a trustee, to pay the income for life 
to the mother and then to transfer the principal to 
the taxpayer. The securities had cost the mother only 
$100,000, and the additional capital gain resulting from 
the decreased basis for the securities caused a heavy 
deficiency assessment. When the mother created this 
trust in 1931 she was 82 years old! 

In Wurlitzer v. Helvering,’® the petitioner received 
securities as a gift from her daughter only seventeen 
days before the daughter’s death. The gift was held 
to have been in contemplation of death and the securi- 
ties were included in the daughter’s estate. The 
daughter had acquired the securities by gift from her 
father, who had purchased them prior to March 1, 
1913. When the petitioner sold these securities she 
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was required to use their value as of March 1, 1913 
as her basis. ) 

A similar situation may result from the creation of 
a tenancy by the entireties. Suppose that a wife owns 
a home which has a cost basis to her of $25,000 and 
that no part of this cost was furnished by the husband, 
When this property was worth $100,000, the wife 
conveyed it to herself and her husband as tenants by 
the entireties. The basis for computing gain on the 
sale of this property will remain at $25,000 even 
though the husband survives the wife and then makes 
the sale. If it is worth $100,000 when the wife dies, 
federal estate tax will be payable on $100,000° in 
addition to a gift tax upon the value of the husband's 
right to share the income or enjoyment of $100,000 
during the joint lives of the spouses plus the present 
value of his right to $100,000 if he should survive the 
wife.’ The Board of Tax Appeals disagreed with the 
Lilly decision in Hart v. Commissioner, and the 
Commissioner has taken this case to the Third Cir- 
cuit. If the Commissioner’s appeal is denied, the 
Supreme Court may finally settle the gift tax question. 

When investment property has depreciated, it should 
usually be sold rather than given away, in order that 
some tax benefit may be obtained. If the analysis of 
a client’s estate shows that securities which cost $100 000 
are now worth only $50,000, the depreciation of $50,000 
may be realized for tax purposes only by the present 
owner. Ifa beneficiary receives these securities either 
by gift or by inheritance, his basis for computing a 


loss is only $50,000. 


Conclusion 


Many cases could be cited to illustrate the tax prob- 
lems which are involved in the preparation of wills 
or deeds, but it is believed that consideration of the 
three fundamental principles of our taxing scheme 
referred to above will eliminate most of the unneces- 
sary tax burdens upon estates and their beneficiaries. 
If attorneys are to retain the confidence of the public 
in these matters, they must avoid multiple transfers 
of the same property, avoid concentration of wealth 
or income in one taxpayer, and watch out for the basis 
provisions of Section 113. Most important of all, they 
must ascertain all of the relevant facts concerning 
the affairs of their clients and their beneficiaries be- 
fore effecting transfers of property either by deed or 
by will. 





Vinson Act Amended 


On April 3, 1939, there was approved an “Act to 
provide more effectively for national defense,” etc. 
(Pub. No. 18, 76th Congress (H. R. 3791)). Among 
other things, the Act amends Sec. 3(b) of the Vinson 
Act, relating to taxation of excess profits from con- 
struction of naval vessels and aircraft built for the 
United States. Before amendment the Act provided 
for paying into the Treasury Department of profits 
in excess of 10 percent. The amendment provides 
that in the case of aircraft the profit allowable before 
payment is 12 percent. 





581 Fed. (2d) 928. 
6 Helvering v. Bowers, 303 U. S. 618; Tyler v. Commissioner, 281 
U. S. 497. 
tT Lilly v. Smith, 96 Fed. (2d) 341, certiorari denied. 
8 36 BTA 1027 (N. A.). 








The 
Legisle 


The 
siderat 
many 
follow 
prover 


Agr 
No. 3! 
to the 
milk < 
for dé 
tory | 

A. 
amen 
lating 
Beco1 


Irri 
mits 
tricts 
payir 
liew 
come 


939 
913, 


n of 
wns 
and 
and, 
wife 
} by 
the 
ven 


that 
S of 
000 
000 
sent 
ther 


ga 


rob- 
vills 

the 
eme 
ces- 
ries. 
blic 
fers 
alth 
yasis 
they 
ing 
be- 
1 or 


E © 
ere. 
ong 
json 
-on- 
the 
ded 
fits 
ides 
fore 


PENDING 


ALABAMA 


The Regular Session of the Alabama 
Legislature is in recess until July 18. 


CALIFORNIA 


The California Legislature has under con- 
sideration a large number of tax measures 
many of which are still in committee. The 
following additional bills have been ap- 
proved: 

Approvals 


Agricultural Code Amendments.—A. B. 
No. 399, provides for technical amendments 
to the Agricultural Code relating to market 
milk and cream, imitation ice cream, labels 
for dairy products and dairy products fac- 
tory licenses. Becomes Chapter 136. 

A. B. No. 402 provides for technical 
amendments to the agricultural code re- 
lating to dairy products factory licenses. 
Becomes Chapter 125. 


Irrigation Districts—A. B. No. 252 per- 
mits landholders outside of irrigation dis- 
tricts to obtain service therefrom by the 
payment of a fee in 
lieu of taxes. Be- 
comes Chapter 74. 


Property Taxes.— 
S. B. No. 1231 creates 
the San Bernardino 
Flood Control District 
and provides for the 
issuing and selling of 
bonds and the levy- 
ing of taxes. Becomes 
Chapter 73. 

A. B. No. 1843 es- 
tablishes a Revenue 
and Taxation Code, 
consolidating and re- 
vising the law relating 
‘o property taxation. 
Numerous sections of 
the Political Code are 
repealed. Becomes 
Chapter 154. 


Sales Tax—A. B. 
No. 2783 exempts 
rom the sales tax 
airplanes and parts 
sold to the United 
States Government. 
Becomes Chapter 108. 


Jurisdiction 
Alabama 


Arizona 
Arkansas 


California 


Connecticut 
Delaware 


Illinois 
Indiana 
Iowa 
Kansas 


Massachusetts 
Michigan 
Minnesota 
Missouri 
Montana 


Alabama (ist Sp.).. oe 
J 


Colorado ae , 
Colorado (ist Sp.) Apr. 
Jan. 


Was 


sen 


NDER the above heading, report will 

be made of the introduction of, and 
action taken on, state tax legislation of 
importance to business interests. This 
section will be confined to pending bills 
in state legislatures, and the final report 
will be that of enactment, when the bill is 
listed under the caption “approvals.” This 
feature is made possible through the facili- 
ties of the Commerce Clearing House 
Legislative Reporting Department, which 
furnishes a twenty-four hour reporting 
service on all subjects for all states. A 
copy of the text of any bill reported may 
be obtained for a service charge of one 
dollar. 


Income Tax.—H. B. No. 241 amends the 
personal income tax law with reference to 
the liquidation of corporations. 


OE 


Calendar of 1939 Legislative Sessions 


Date of 
Date of Adjourn- 
Meeting Jurisdiction 
10 Nebraska 
es 
New Hampshire... 
New Jersey 


New Mexico 

New York ; 
North Carolina ... 
North Dakota 


Oklahoma 
Oregon 
Pennsylvania 


Rhode Island .. 
South Carolina .... 
South Dakota 
Tennessee 


—s bt 
nNCOaw &Tand OO 


Washington 


West Virginia .... 
Wisconsin 


Naw Fehon COOUFS 


* Recessed March 14 to July 18. 


Date of 
Meeting 
Jan. 3 
Jan. 16 
Jan. 4 
Jan. 10 


Jan. 
. Jan. 
Jan. 
Jan, 


TAX LEGISLATION 


COLORADO 


The 1939 Regular Session of the State 
Legislature adjourned sine die April 24. 
The amendment and re-enactment of the 
Service Tax, Sales and Use Tax Acts, were 
the most important measures approved. The 
First Special Session convened on April 
28 and adjourned on May 12. No tax 
legislation was considered. 


Approvals 


Property Taxes.—H. B. No. 507 amends 
Secs. 131 and 132 of Ch. 142, C. S. A. ’35, 
relating to utility assessments. 

H. B. No. 1280, which amends Secs. 194 
and 195, C. S. A. ’35, increases the high 
school district tax rate from four mills to 
five mills. 


Sales and Use Taxes.—H. B. No. 298 
amends Secs. 23, 24, 25, 36, 37 and 39, of 
Ch. 230, L. 1937, providing for summary 
and additional procedure to assess and col- 
lect the sales and use taxes, and providing 
penalties for violation thereof. 

Service Tax.—H. B. No. 352 amends and 
re-enacts the Service Tax Act, extending its 

provisions until June 


30, 1941. 


CONNECTICUT 


Additional bills in- 
troduced at the 1939 
Regular Session of 
the Legislature and 
approvals are set 
forth below: 


Date of 
Adjourn- 


Introduction 


Automobile Fi- 
nance Companies. — 
S. B. No. 338 pro- 
vides for the regu- 
lation of automobile 
finance companies. To 
Banks Committee. 


_— 
-2° 


Approvals 


= -_ 
OenoSl NWOw WHKOwHN Ww 


Business Licenses. 
—S. B. No. 165 re- 
lates to the licensing 
of manufacturers of 
frozen desserts. 

H. B. No. 548 con- 
cerns licenses for 
lodging houses. 



























Corporation Business Tax.—S. B. No. 978 
relates to the minimum tax on banking and 
miscellaneous corporations, 


Property Taxes.—S. B. No. 704 author- 
izes a town library service levy. 





























DELAWARE 


The 1939 Regular Session of the Dela- 
ware Legislature recessed May 3, to August 
1, 1939. Additional bills that became law 
include the following: 















































Approvals 
Alcoholic Beverages——H. B. No. 174 


amends the law relating to the issuance 
of alcoholic beverage licenses. Applications 
must be advertised in county papers. 
Chiropody.—H. B. No. 171 relates to the 
application for certificates to practice chi- 
ropody, fees and qualifications of applicant. 
























































Motor Vehicle Registration.—S. B. No. 
197 amends the law relating to motor ve- 
hicle registration by providing that the 
immediate family of a deceased person may 
continue to operate the motor vehicle of a 
deceased upon deceased’s license plates. 

H. B. No. 44 revises the laws relating to 
automobile registration fees. 

H. B. No. 175 amends the law relative 
to operators’ and chauffeurs’ licenses. 


Occupational Licenses.—H. B. No. 224 
amends the law relating to occupational 
licenses. New occupational licenses include 
vending machines, $1.00 for each machine; 
music machine operators, $10.00 for 1 ma- 
chine and $2.00 for each additional machine; 
coat and towel supplier, $10.00; operators 
of purchase order system, $10.00; entertain- 
ment agent, $250.00; floor show operator, 
$25.00. 








































































FLORIDA 


Below are listed bills introduced affecting 
taxation and not previously reported: 


Introductions 


Ad Valorem Taxation.—H. B. No. 153 
amends the constitution to prohibit ad val- 
orem taxation of real or personal property. 

Amusement Tax.—H. B. No. 476 pro- 


vides for a tax on race tracks, Jai alai 
games, etc. 


The Florida State Capitol, Tallahassee 
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Aviation Fuel.—S. B. No. 261 exempts 
aviation fuel from taxation. 


Gasoline Tax.—S. B. No. 201 provides 
that dealers paying state gasoline tax shall 
be exempt from any city tax on gasoline. 

H. B. No. 231 and S. B. No. 116 amend 
Sec. 8, Ch. 15659, Acts 1931 imposing the 
gasoline tax. 

H. B. Nos. 266, 318 and 550 impose addi- 
tional gasoline taxes. 


Municipal Tax.—S. B. No. 186 authorizes 
cities and towns to collect license and ex- 
cise taxes upon business privileges, sales 
and transactions. 


Pari-Mutuel Tax.—H. B. No. 459 im- 
poses a tax on pari-mutuel vending totalizers. 


Personal Property Tax.—H. B. Nos. 445 
and 559 and S. B. Nos. 114, 200 and 267 
amend the law defining intangible personal 
property for taxation. 


__Property Taxation.—H. B. Nos. 359 and 
554 designate certain property to be exempt 
from taxation. 


Public Utilities Tax.—S. B. No. 
empts municipalities operating 
from tax. 


224 ex- 
utilities 


Real and Personal Property Tax.—S. B. 
No. 195 levies a tax on all real and personal 
property. 


_ Redemption from Tax Sale.—H. B. No. 
580 provides for installment payments in 
redeeming from tax sale certificate. 


Returns.—H. B. No. 557 requires sworn 
returns of personal property for taxation. 


State Tax Commission.—H. B. No. 177 
relates to assessment of property for tax- 
ation and creates a state tax commission. 


ILLINOIS 


The Illinois Legislature continues in ses- 
sion and additional bills are being intro- 
duced as set forth below: 


Introductions 


Alcoholic Beverage Taxes.—S. B. No. 445 
increases liquor taxes; beer from 2 to 4 cents 
per gallon; 14 per cent wine from 10 to 20 
cents per gallon; other wine from 25 to 
50 cents per gallon; alcohol 50 cents to one 
dollar per gallon. To Second Reading. 
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H. B. No. 982 imposes a tax of 2 cen 
per gallon on all beer manufactured and a 
the rate of one dollar per gallon on all bee; 
imported and sold in this State. To Liquor 
Regulation Committee. 

Income Tax.—S. B. No. 478 provides fo; 
a State income tax; rate 2 per cent; exemp- 
tions $500, single; $1,000 for head of a fam. 
ily and repeals present sales tax. To Public 
Welfare Committee. 

Oil and Gas.—S. B. No. 354 regulates 
natural gas companies and imposes a tay 
of 5 cents per thousand cubic feet. Ty 
Revenue Committee. 

H. B. No. 965 imposes a tax of 8 cent 
per barrel upon all persons transporting oj 
in this State. To Speaker’s Table. 

H. B. No. 966 imposes a tax of 2 


ro 











cents 
per barrel upon persons engaged in the busi- 
ness of producing oil. To Speaker's Table, 

Property Taxes.—S. B. No. 353 provides 
a tax to raise $1,500,000 in 1940 for free 
school books in Cook County. To Judiciary 
Committee. 

S. B. No. 409 validates Chicago Park 
District tax levies. To Judiciary Committe 

S. B. No. 470 limits Sanitary District 
taxes to $6,000,000 in 1940. To Corporations 
and Municipalities Committee. 

Retailers’ Occupational (Sales) Tax— 
S. B. No. 396 reduces sales tax from 3 per 
cent to 2% per cent. To Revenue Com- 
mittee. 

H. B. No. 983 provides that sales tax 
returns and hearings shall be open to public 
inspection. To Efficiency and Econom) 
Committee. 


Approvals 


H. B. No. 503 validating county tax levies 
for tuberculosis sanitaria was approved. 
H. B. No. 310, the Revenue Act of 1939, 
recodifying the property tax laws of the 
State, became law without approval. 


IOWA 


The following are tax measures approved 
since the last issue: 


Approvals 


Gasoline Tax.—S. F. No. 202 amends the 
refund provisions of the gasoline tax. 

S. F. No. 427 redefines “motor fuel” and 
“fuel oil” in connection with the Gasoline 
Tax Law and makes other amendments to 
the law. 


Income Tax.—S. F. No. 443 authiorizes 
garnishment for collection of income, sales 
and use taxes. 

S. F. No. 467 repeals the provision of the 
Income Tax Law providing for exemption 
of interest upon the obligations of the 
United States or its possessions, etc. and 
the provision for the exemption of salaries. 
wages and other compensation of federal 
employees, officials or veterans. 

Motor Carriers’ Taxes.—S. F. No. 379 
amends the Motor Carriers’ Tax |aw re 
garding compliance with safety regulations. 

H. F. No. 391 provides for payment 0! 
license tax for trackless-trolley passenge’ 
busses in cities of over 125,000. 


Motor Vehicle Registration.—S. J. R. No. 
1 allows motor vehicle license fees ané 
gasoline taxes to be used for other than 
public highway purposes. ; } 

S. F. No. 498 transfers the supervision 0! 
registration of motor vehicles and the et 
forcement of the motor vehicle law to the 
Department of Public Safety. 
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H. F. No. 122 provides for special fees 
for trucks with cornshellers and portable 
mills attached. 


Property Taxes.—S. F. No. 505 amends 
Sec, 5337, Code, relative to poor taxes. 

'§ F. No. 255 provides for an annual tax 
ivy for counties for fund for eradication 
of Bang’s disease. 

H. F. No. 84 provides for a tax levy by 
counties for widows with dependent chil- 
(dren. 

H. F. No. 159 amends Sec. 6209, Code, 
relative to the levy of an annual tax for 
bridge purposes, 


Sales and Use Taxes.—S. F. No. 443 
authorizes garnishment for collection of in- 
come, sales and use taxes. 


\ 


MASSACHUSETTS 


In addition to the bills previously re- 
ported the following bills have been intro- 
duced or approved: 


Introductions 


Billboards.—S. B. No. 507 provides for 
public hearings where a city objects to 
granting of permits to erect billboards. 

Business Licenses.—H. B. No. 2260 fur- 
ther regulates closing out sales. 

Motor Vehicles.—H. B. No. 2215 exempts 
certain farm machinery and implements from 
the provisions of motor vehicle registration 
laws and defines “heavy duty platform 
trailer.” Too Ways and Means Committee. 


Approvals 


Property Taxes.—S. B. No. 468 relates 
to the assessment of taxes on land. Chap- 
ter 175. 

H. B. No, 2197 postpones the time for 
the fixing of local tax rates for the current 
vear. Chapter 140. 


MICHIGAN 


Below are listed bills introduced and laws 
approved affecting taxation, not heretofore 
reported: 


Introductions 


Boy Scout Property.—H. B. No. 607 ex- 
empts real and personal property of Boy 
Scout Organizations from taxation. 

Sales Tax.—H. B. No. 614 requires pay- 
ment of sales tax on any sale of tangible 
personal property requiring state certificate 
of title or registration, notwithstanding such 
sale may be an isolated transaction. 

H. B. No. 620 amends the Sales Tax Act 
relating to reports. 


Approval 
_ Collection of Taxes.—H. B. No. 138 re- 


lates to collection of taxes, publication and 
sale of lands when taxes are unpaid, etc. 


MISSOURI 


_ The following bills affecting taxation have 
been introduced and not previously reported: 


Introductions 


Delinquent Taxes.—H. B. Nos. 671 and 
677 amend and revise the statutes relating 
to delinquent taxes. 

Endurance Contests.—H. B. No. 684 li- 
Censes ““Walkathons” at a minimum fee of 
SU per day. 


PENDING STATE TAX LEGISLATION 


Tax Delinquent Lands.—H. B. No. 701 
provides for the acquisition of tax delin- 
quent lands for conservation purposes. 


Tax Rate.—S. B. No. 361 revises the stat- 
utes relating to ad valorem tax rate on 
general property assessment. 


NEBRASKA 


Bills enacted at the current session of the 
Legislature and approved by the Governor 
are as follows: 


Approvals 


County Levies.—L. B. No. 131 provides 
a maximum tax levy for counties in which 
health districts have been organized. 


Motor Vehicles—L. B. No. 3 repeals 
the act requiring compulsory inspection of 
vehicles and reduces the fee for drivers’ 
licenses to fifty cents. 


Municipal Levies—L. B. No. 130 pro- 
vides for reduction of the maximum levy 
of cities in counties containing health dis- 
tricts. 


Tax Levies—L. B. No, 15 authorizes 
counties and municipalities to levy a half- 
mill tax for poor relief purposes. 


NEW HAMPSHIRE 


In addition to bills previously reported, 
the following bills have been introduced 
or approved: 


Introduction 


Alcoholic Beverages.—S. B. No. 60 re- 
lates to the manufacture and sale of cer- 
tain alcoholic beverages. 


Approvals 


Motor Boats.—H. B. 
No. 200 relates to regis- 
tration of dealers or 
manufacturers of motor 
boats or outboard motors. 


Motor Vehicles. — S. 
B. No. 44 imposes a 
fine for failure to comply 
with the rules of the 
commissioner relative to 
inspection of motor ve- 
hicles. 


Tractors.—S. B. No. 
42 requires a license for 
tractors operated upon 
the public highways. 


NEW JERSEY 


In addition to bills 
previously reported, the 
following bills have been 
introduced: 


Introductions 


Business Licenses. — 
A. B. No. 555 provides 
for the licensing of paint- 
ing and paper hanging 
contractors. To Miscel- 
laneous Business Com- 
mittee. 

A. B. No. 559 pro- 
vides for the licensing 
of construction camps. 
To Public Health Com- 
mittee. 
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Motor Vehicle Registration—A. B. No. 
578 permits revocation of motor vehicle 
licenses where the vehicle is used in com- 
mission of penal offense. To Transporta- 
tion Committee. 


Property Taxes.—A. B. No. 570 permits 
the governing body of municipalities to fix 
the rate of interest to be charged for delin- 
quent taxes at 5% instead of 6%. To 
Judiciary Committee. 


NEW YORK 


The New York Legislature adjourned on 
May 20. The following bills have become 
law: 

Approvals 


Certiorari—S. B. No. 1252 requires pres- 
entation of petition for writ of certiorari 
to be made not less than 30 and not more 
than 60 days after notice of final equalized 
value. Becomes Chapter 248. 


Cemetery Property.—A. B. No. 1707 re- 
lates to exemption of cemetery property in 
counties of 16,000 population as shown on 


the 1930 federal census. Becomes Chapter 
291. 


Cigarette Tax.—A. B. No. 2298 imposes a 
state tax on cigarettes possessed for sale in 
the state between July 1, 1939 and June 30, 
1940. Becomes Chapter 470. 


Motor Vehicles — Nonresidents. — S. B. 
No. 690 amends the Vehicle and Traffic 
Law by providing that when a nonresident 
becomes a resident he shall be entitled, for 
a period of 30 days, to the same exemption 
from registering his vehicle in the state as 
he would have enjoyed had he remained a 
nonresident. Becomes Chapter 249. 


twing Galloway 


The Missouri Capitol Building, Jefferson City 
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year beginning on or after January 1, 1939. 
Becomes Chapter 408. 

















OHIO 


The following bills have been introduced 
in the current session of the legislature or 
approved by the Governor: 



































Introductions 


Intangibles Tax.—S. B. No. 317 renders 
stock dividends subject to the intangibles tax 
as income, 


Sales Tax.—S. B. No. 303 redefines “retail 
sales” under the sales tax law. To Taxation 
Committee. 


Tax Levy Limitations—S. B. No. 319 
authorizes taxing authorities to exceed the 


ten mill limitation for services on debts 
incurred prior to 1931. 

























































































Approvals 


Annat Law.—S. B. No. 259 reenacts the 
Annat Law exempting landlords of indi- 
gent persons from taxation on the property. 


Assessments.—H. B. No, 58 requires no- 
tice by registered mail to owners and com- 
























































plainants of tax assessment valuations 
regarding the time and place of hearing 
thereon. 














Delinquent Taxes.—H. B. No. 562, pro- 
vides for the forfeiture to the state of tax 
delinquent lands in the event of failure to 
institute foreclosure proceedings. 


Department of Taxation.—S. B. No. 159 
abolishes the Tax Commission and trans- 
fers all the duties of the latter to the new 
Department. 


Inheritance Taxes.—-H. B. No. 291 ex- 
empts from taxation bequests to county 


hospitals on the part of residents of other 
States. 

Tax Levies.—H. B. No. 260 provides for 
an increase in the special tax levies for 
municipal corporations over and above 
prior statutory limitations, 

















































































































OKLAHOMA 


The 1939 session of the Oklahoma Leg- 
islature has adjourned. The following ap- 
provals, in addition to those previously 
reported complete the tax legislation enacted 
at the session: 



































Approvals 


Motor Vehicles.—H. B. No. 44 provides 
for a method of taxing automobile trailers. 

H. B. No. 650 requires all motor vehicles 
operated for compensation or hire to ob- 
tain special certificates. 

Oleomargarine.—H. B. No. 
to the tax on oleomargarine. 


Property Taxes.—H. B. No. 28 author- 
izes district and superior courts to hear 
and determine assessment complaints on 
real and personal property. 
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Pipe Line Companies.—A. B. No. 1540 
requires semi-annual statements of pipe line 
companies instead of monthly statements. 


Unincorporated Business Tax.—A. B. No. 
2171 permits deduction of an amount of 
the proportionate interest of a partner in 
in 
computing the tax under this Article or 
Articles 9-A, 9-B or 9-C of the Tax Law. 
Applicable to returns filed for any taxable 








June 1, 1941. This bill becomes Act No. 39. 
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H. B. No. 397 provides for public hear- 
ings before the various county excise 
boards. 
H. B. No. 458 fixes a five-year statute of 
limitations on tax certificates. 
H. B. No. 460 defines homesteads for tax 
exemption purposes. 


PENNSYLVANIA 


Since our last issue the Governor has ap- 
proved bills extending the following emer- 
gency taxes for two more years: Corporate 
loans, corporate net income, personal prop- 
erty, gasoline, cigarette, bank share, title 
insurance and trust company share, public 
utilities gross receipts and State liquor 
store sales taxes. Other introductions and 
approvals are listed below: 


Introductions 


Alcoholic Beverage Taxes.—H. B. No. 
1337 limits the number of licenses for the 
retail sale of liquor to one for each 1,000 
inhabitants in a municipality and defines 
“hotel” and prescribes accommodations 
required in hotels in certain municipalities. 

Business License Taxes.—H. B. No. 1281 
provides for the regulation of aeronautics; 
provides for the licensing and registration 
of airmen and aircraft; establishes legal 
status of air navigation; regulates civil 
causes of action arising out of operation of 
aircraft; imposes duties on Department of 
Highways and Department of Revenue and 
provides for denial or revocation of licenses. 


Corporate Loans Tax.—S. B. No. 847 
further amends Sec. 18 (renumbered Sec. 
17) of State Personal Property Tax Act of 
1935 (P. L. 414) to exempt obligations is- 
sued by land grant colleges. To Finance 
Committee. 

Motor Vehicle Registration—H. B. No. 
1423 amends the Vehicle Code of 1929 (P. 
L. 905) to amplify the provisions relating 
to the certificates of title, rights of per- 
sons to receive certificates; declares liens 
and encumbrances shown on such certifi- 
cates to be lawful notice; further regulates 
registration and operation of certain motor 
vehicles and removes some exemptions and 
provides others. 


Personal Property Taxes.—S. B. No. 407 
amends Section 1 of Intangible Personal 
Property Tax Law of 1913 (P. L. 507), as 
amended, to provide additional exemptions 
from taxation of personal property of per- 
sons who during each of the 10 preceding 
years has contributed all of the net income 
from that property to religious, charitable, 
scientific, literary or educational purposes. 
To Finance Committee. 


Real Property Taxes.—S. B. No. 789 cre- 
ates a State Tax Commission and defines 
its powers and duties in relation to assess- 
ment of real estate for taxation and ascer- 
tainment of true market value of taxable 
realty for distribution of school subsidies 
and relates to tax statistics and budgetary 
procedure. To State Government Committee. 
. B. No. 1445 amends Subsection (a) 
of Section 4 of the Support Law of 1937 
(P. L. 2045) to exempt certain property 
from execution in certain cases and re- 


quires bonds for repayment of public as- 
sistance. 


Bank Taxes.—H. B. No. 313 continues 
the eight mill tax rate for title insurance 
and trust companies’ shares until Decembe; 
31, 1940. This bill becomes Act No, 40, 

H. B. No. 315 continues the eight mij 
tax rates for shares of banks and saying 
institutions until December 31, 1940. This 
bill becomes Act No. 42. 


Cigarette Tax.—H. B. No. 319 extends 
the cigarette tax until May 31, 1941. Thi 
bill becomes Act No. 44. 


Corporate Loans Tax.—H. B. No. 318 
extends the additional 4 mill corporate 
loans tax for two years. This bill becomes 


Act No. 31. 


Corporate Net Income Tax.—H. B. No, 
317 extends the corporate net income tax 
at the rate of 7% for years 1939 and 194(), 
and makes other amendments to the law 
This bill becomes Act No. 45. 


Gasoline Tax.—H. B. No. 316 extends 
the additional 1¢ per gallon emergency tax 
—_ May 31, 1941. This bill becomes Act 

o. 43. 


Personal Property Taxes.—S. B. No. 147 
provides that the current personal property 
tax books in cities of the first class must 
be opened annually on March 15 and pay- 
ment of current personal property taxes 
commences at that time. This bill becomes 
Act No. 31. 


H. B. No. 318 extends the 4 mill State 
personal property tax for two vears, 1940 
and 1941. This bill becomes Act No. 46. 


Property Taxes.—S. B. No. 132 amends 
Secs. 1, 2 and 4 of Act of May 16, 1919 
(P. L. 180) to extend provisions of the Act 
to include land acquired at county treas- 
urers’ sales for unpaid taxes. This bill 
becomes Act No. 19. 

S. B. No. 166 authorizes cities, boroughs, 
towns, townships and school districts to 
file suggestions of non-payment and aver- 
ments of default, or to sue out writs of 
scire facias on certain tax or municipal 
claims, and to revive judgments where the 
lien of such claims or the judgments thereon 
have been lost; and provides for the rein- 
statement of the liens of such claims and 
judgments. This bill becomes Act No. 20. 

. B. No. 142 amends Section 5 of Act 
of April 26, 1935 (P. L. 90) to provide that 
the fourth quarterly payment of taxes in 
Second Class A Cities under the provisions 
of the Act shall be made during December 
and shall become delinquent if not paid by 
December 31. This bill becomes Act No. 
18. 


Real Property Taxes.—S. B. No. 39 val- 
idates tax sales where deeds were executed 
and acknowledged by an attache of the 
office of county treasurer. This bill be- 
comes Act No. 32. 


Utilities Tax—H. B. No. 314 continues 
the 20 mill tax on gross receipts of public 
utilities until December 31, 1940. This bill 
becomes Act No. 41. 


RHODE ISLAND 


The 1939 Regular Session of the Legis- 
lature adjourned sine die, May 9, 1939. A 


final list of approvals is set forth below: 
Approvals 


Alcoholic Beverage Taxes.—H. B. No. 
312 extends the State Liquor Store Sales 
Act at the rate of 10% of the net price of 
liquors by the Liquor Control Board until 


Approvals 


Corporate Excess Tax.—H. B. No. 856 
increases taxes On corporate excess, an 
relates to tax on electric, telephone and 
telegraph utilities. 
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Cigarette Tax.—H. B. No. 951 levies a 
4x of 2 cents on cigarettes, 


Gasoline Tax.—H. B. No. 877 exempts 
, and agricultural industries from gaso- 


ne (2X. 


Inheritance Tax.—H. B. No. 858 amends 
) 30, Gen. Laws, relating to a state tax 
» estates of decedents and inheritances, 
legacies and gifts, by changing rates and 
exemptions. 

_B. No. 874 relates to debts, charges 
nnd actions against estates of deceased 
persons and of legacies. 


Motor Vehicle Registration.—H. B. No. 
9 changes registration period for motor 
yehicles and trailers from calendar year to 
period from April 1 to March 31. 

H. B. No. 799 concerns dealers in and 
repairers of motor vehicles. 


Property Taxes.—S. B. No. 159 makes 
axes a lien on real estate until paid. 

S. B. No. 188 provides for the exemp- 
tion of idle manufacturing or mill property 
fom local taxation under certain circum- 
stances. 


SOUTH CAROLINA 


The following bills have been introduced 
rapproved since the last publication: 


Introductions 


Business License Taxes, Etc.—H. B. No. 
777 prohibits any manufacturer, transient 
vendor or distributor of candies and similar 
products from consigning such products to 
individuals or persons other than. licensed 
wholesale or retail merchants. 


H. B. No. 819 levies a license tax on the 
speration of certain vending and amuse- 
ment machines, billiard tables, skating 
tinks and bowling alleys. To Ways and 
Means Committee. 


S. B. No. 571 provides that hawkers, 
peddlers and rolling stores engaged in the 
sale of ice shall not be licensed according 
to the provisions of the law governing 
itinerant merchants. To Judiciary Com- 
mittee, 


General Appropriation Bill—H. B. No. 
339 increases the liquor, income, and gas- 
oline taxes, imposes a three mill property 
tax, and repeals the tax on intangibles. 


H. B. No. 947 provides for raising reve- 
tue by proposing a twelve point program 
affecting all taxes. 


Income Taxes.—S. B. No. 682 prohibits 
the state from collecting taxes on income 
lerived from the Federal Government prior 
0 January 1, 1939. 


Municipal Taxation.—H. B. No. 918 per- 
mits towns and cities to charge licenses for 
he use of their streets by wholesalers of 
merchandise who are not residents. To 
judiciary Committee, 


Property Taxes.—S. B. No, 602 provides 
lor the collection of all delinquent property 
orad valorem taxes by the South Carolina 
lax Commission. 

H. B. No. 627 exempts certain new in- 


lustries in Chesterfield county from cer- 
tain taxes. 


Utilities Taxes—H. B. No. 801 levies a 
'ax of 6% upon the gross receipts of public 
utilities engaged in the business of generating, 
selling, etc., of electric current, gas and 


'ranspo ‘tation. To Ways and Means Com- 
mittee, 


PENDING STATE TAX LEGISLATION 


Approval 


S. B. No. 427 which licenses motor ve- 
hicle junk yards was approved April 13, 


1939. 
TEXAS 


In addition to bills previously reported, 
the following bills have been introduced 
or approved: 

Introductions 

Business Licenses.—H. B. No. 950 regu- 
lates and licenses farm produce dealers. 
To Agriculture Committee. 


Franchise Tax.—H. B. No. 951 amends 
Art. 7084, Rev. Civ. Stats., relating to levy 
of franchise tax on corporations. 

Inheritance Tax.—H. B. No. 990 amends 
the inheritance tax law generally. To 
Judiciary Committee. 

Property Taxes.—H. B. No. 1032 relates 
to county tax assessors. To Corporations 
Committee. 

H. B. No. 1075 relates to the collection 
of delinquent taxes. To Corporations Com- 
mittee. 


Sales Tax.—H. B. No. 1082 levies a 10% 
sales tax. To Revenue and Taxation Com- 
mittee. 

Approvals 

Business Licenses.—H. B. No. 745 re- 
duces the license tax for auctioneers. 

Motor Vehicles.—H. B. No. 407 provides 
that certificates of title shall be presented 
in the sale of motor vehicles. 

Oil and Gas.—S. B. No. 49 amends Art. 
7047b, Rev. Stats., concerning the admissi- 
bility of evidence filed with the comptroller 
in trials of tax and penalty suits on gas, 
oil, ete. 

SB: 
Siats., 
oil. 

Property Taxes.—H. B. No. 565 relates 
to parties and procedure in tax suits. 


VERMONT 


The final group of bills approved by the 
Governor are reported below: 
Approvals 


Alcoholic Liquor Tax.—H. B. No. 381 
increases the spirituous liquor tax from 23 
to 25 cents per pint, and leaves the fortified 
wine tax at 12% cents per pint. 


No. 51 amends Art. 5057a, Rev. 
concerning the payment of taxes on 
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Aviation.—H. B. No. 373 segregates and 
allocates taxes on aviation gasoline to bene- 
fit aeronautics by providing safety measures 


for air traveling, and amends Sec. 1227, 
Pa, 


Dairies—S. B. No. 39 provides for the 
uniform inspection of all dairies, and re- 
peals Secs. 7731 to 7737, P. | 


Delinquent Taxes.—H. B. No. 36 relates 
to the sale of real estate for taxes and vali- 
dates quadrennial appraisals 1934, 1938, etc. 

Federal Employees.—H. B. No. 390 re- 
peals the income tax exemption of federal 
employees. 


Income Tax Laws.—H. J. R. No. 49 
provides a joint resolution appointing a 
commission to study inconsistencies of in- 
come tax laws. 

Motor Vehicle Registration.—S. B. No. 
54 relates to suspension of motor vehicle 
operators’ licenses, 

Musical Compositions.—H. B. No. 379 
prohibits the sale of performing rights of 
any musical composition which has been 
copyrighted except under state regulation. 

Personal Property.—H. B. No. 89 pro- 
vides for a tax lien on certain personal 
property set in a grand list and appraised 
for tax purposes. 

Real Estate Exemptions.—H. B. No. 290 
adds real estate owned by State Bank to 
assets exempted from one-half of one per 
cent tax. 

Schools State Aid.—H. B. No. 343 relates 
to Schools State Aid. 

Taxation of Utilities—H. B. No. 336 im- 
poses 1/100 of 1% tax on railroads, ex- 
press and telegraph companies’ gross 
operating revenue and 1/10 of 1% on all 
other companies subject to supervision of 
public service commission to provide en- 
gineering force. 


WISCONSIN 


Additional bills introduced at the 1939 
Regular Session of the Legislature and ap- 
provals are set forth below: 


Introductions 


Business Licenses.—S. B. No. 415 relates 
to licenses and fees of cemetery dealers 
and salesmen. To Education and Public Wel- 
fare Committee. 


Ewing Galloway 


The State Capitol, Columbia, South Carolina 
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44 4 4) 


State Capitol, 


S. B. No. 438 imposes a tax on motion 
picture films. To Corporations and Taxa- 
tion Committee. 


S. B. No. 445 repeals Section 115.07 and 
subsection (4) of Section 115.09 of the 
Statutes relating to discount companies. 
To Corporations and Taxation Committee. 


S. B. No. 460 and A. B. Nos. 662 and 
676 relate to the regulation of milk dealers. 
To Agriculture and Labor Committee. 


B. No. 464 relates to peddlers, truck- 
ers, transient merchants, second hand deal- 
ers and showmen. ‘To State and Local 
Government Committee. 


S. B. No. 497 relates to the regulation of 
the soda water business. To State and 
Local Government Committee. 


S. B. No. 507 imposes an emergency tax 
on small loan companies. To Corporations 
and Taxation Committee. 


A. B. No. 621 relates to license fees of 
co-operative associations furnishing electric 
energy to its members. To Agriculture 
Committee. 


A. B. No. 664 relates to the licensing of 
live stock dealers. To Judiciary Committee. 


A. B. No. 705 relates to the licensing of 
business property brokers. To Judiciary 
Committee. 


A. B. No. 789 relates to peddlers, tran- 
sient merchants and itinerant commercial 
service. To Judiciary Committee. 


A. B. No. 795 relates to collection agen- 


cies. To Judiciary Committee. 
A. B. No. 808 relates to the regulation 
and licenses on outdoor advertising. To 


State Affairs Committee. 


A. B. No. 842 relates to the licensing of 
dealers in and brokers of dairy products, 
butter, cheese, ice cream, powdered milk 
factories and canneries. To Agriculture 
Committee. 


A. B. No. 864 relates to licenses of but- 
termakers, cheesemakers, butter and cheese 
factories, condenseries, canneries, receiving 
stations, milk producing establishments and 
ice cream factories. To Agricultural Com- 
mittee. 


A. B. No. 873 relates to the licensing of 
cold storage warehouses. To Judiciary 
Committee. 
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Ewing Galloway 
Austin, Texas 


A. B. No. 879 relates to the licensing of 
landscape dealers and salesmen. To Judi- 
ciary Committee. 

Chain Store Tax.—A. B. No. 826 relates 
to the authorization of municipalities to 


impose a license tax on chain stores. To 
State Affairs Committee. 


Drug and Toilet Articles Tax.—A. B. No. 
827 relates to a tax on drug and toilet prep- 
arations. To Public Welfare Committee. 


Fuel Oil Tax.—A. B. No. 796 relates to 
the levy of an additional tax on fuel oil, 
diesel oil and natural gas. To Taxation 
Committee. 


Gasoline Tax.—S. B. Nos. 357 and 
relate to the refund of motor fuel tax. 
Highways Committee. 


366 
To 


S. B. No. 486 relates to the motor fuel 
tax. To Highways Committee. 


A. B. No. 805 relates to the collection of 
motor fuel taxes. To Taxation Committee. 


Illuminating Oils—S. B. No. 488 relates 
to illuminating oils and state inspections. 
To Judiciary Committee. 


Income Tax.—S. B. No. 421 creates the 
3oard of Administrative Review, defining 
its powers and duties relative to income 
taxes. To Corporations and Taxation 
Committee. 

S. B. No. 423 would suspend the teachers’ 
retirement fund surtax on incomes when 
such fund reaches a certain amount. To 
Corporations and Taxation Committee. 

S. B. No. 441 and A. B. No. 695 relate 
to real estate exemption from general tax- 
ation, and deductions and exemptions not 
allowed on incomes received in 1938. To 
Corporations and Taxation Committee. 


Income Tax.—S. B. No. 484 relates to 
actions and options allowed any party tak- 
ing court review of income tax assessments. 
To Corporations and Taxation Committee. 

S. B. No. 511 amends Sections 71.05(1) 
(d) and Section 196.85(2) of the Statutes, 
relating to income tax exemptions and to 
the assessment of expenditures of the pub- 
lic service commission. To Corporations 
and Taxation Committee. 


A. B. No. 753 relates to income tax re- 
turns and payments by fiduciaries. To 
Judiciary Committee. 
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_A. B. No. 809 creates subsection (3) 4; 
Section 71.05 of the Statutes, 
deductions from income tax. 
Committee. 


relating 1 
To Taxatio; 


A. B. No. 850 repeals paragraph (g) oj 
subsection (1) of Section 71.05 of the Stay. 
utes, relating to income tax exemption: 
To Taxation Committee. 


A. B. No. 872 amends Section 71,09(3) 
of the Statutes, relating to the power oj 
assessment, filing returns and penalties yp. 


der the income tax law. To Taxation Com. 
mittee. 


Inheritance Tax.—S. B. No. 359 relates 
taxation of insurance under the inheritance 
tax law. To Corporations and Taxatioy 
Committee. 

S. B. No. 363 relates to the inheritance 
tax. To Corporations and Taxation Com- 
mittee. 

S. B. No. 419 relates to inheritance tax 
exemptions. To Corporations and Tayz- 
tion Committee. 


S. B. No. 462 and A. B. No. 643 relate 
to the allowance as a deduction for jp. 
heritance tax purposes of the federal estate 
taxes paid by estates. To Corporations 
and Taxation Committee. 


S. B. No. 471 relates to the inheritance 
tax rate, the amount of inheritance tax re- 
tained by counties. To Corporations and 
Taxation Committee. 


A. B. No. 766 relates to taxation of insur- 
ance under the inheritance tax law. To 
Insurance and Banking Committee. 


Insurance.—A. B. No. 762 relates to fees 
of mutual fire insurance companies. To 
Insurance and Banking Committee. 


Oleomargarine.—A. B. No. 867 amends 
Section 97.42(8) of the Statutes relating to 


the tax on oleomargarine. To Agriculture 
Committee. 


Property Taxes.—S. B. No. 475 levies a 
tax of 1 mill for trade school purposes. To 
Education and Public Welfare Committee. 

A. B. No. 765 relates to tax receipts. T 
Insurance and Banking Committee. 

A. B. No. 777 relates to the creation of 
a lien on personal property for the tax due 
thereon. To Taxation Committee. 

A. B. No. 837 relates to the compromise 
of delinquent personal property taxes. To 
Taxation Committee. 


Sales Tax.—A. B. No. 792 relates to a2 
per cent sales tax on luxuries and other 
articles, exempting farm products, personal 
property already taxed, newspapers, period- 
icals and food products. To Judiciary 
Committee, 






Approvals 


Cannery License.—S. B. No. 146 amends 
Section 97.05 of the Statutes relating to 
cannery licenses. 


Marijuana.—A. B. No. 74 relates to mari- 
juana or hemp used for smoking or bevy- 
erage purposes. 


Motor Vehicles.—A. B. No. 178 creates 
paragraph (bb) of subsection (4) of Sec- 
tion 85.01 of the Statutes, relating to the 
registration of certain motor vehicles. 


Property Taxes.—A. B. No. 310 amends 
the law relating to the platting of lands 
outside cities and villages for purposes o 
assessment. 
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June, 1939 N. Y. STATE TAX ON UNINCORPORATED BUSINESS 377 


The New York State Tax on 
Unincorporated Business 


(Continued from page 347) 

and invested in the special business; and in the increase, 
proceeds or earnings of which property beyond expenditures 
incurred in its use, consists the profits made in the business.” 
Capital used to defray merely current operating ex- 
penses or investment in professional equipment, fur- 
niture and fixtures essential to carry on a profession 
certainly cannot be classified as falling within the 
above definition. 


There may, however, be a business within a pro- 
fession, and the United States Circuit Court of Appeals, 
Sixth District, 22 decided that, where there is a dis- 
tinctly separate branch of a taxpayer’s activity and 
either could have been carried on without any con- 
fusion if the other had been discontinued, and the 
gross income from each, as well as any disbursements 
properly chargeable separately to either are determin- 
able from the books at any moment, items large 
enough and frequent enough to constitute the capital 
(whether invested or borrowed) used as a factor in 
producing income can also be determined. Therefore 
a doctor operating a pharmacy or an optometrist sell- 
ing eyeglasses or other optical wares is taxable on the 
income from these sources, even though his profes- 
sional income might be excepted. Likewise would the 
executor or administrator continuing the business of 
an accountant be operating a business and be taxable 
under the act. 


Allocation of Deduction for Personal Services 


If New York State factors are used for segregating 
the net income to New York State, this allocation is 
made automatically. In the event, however, that book 
income is used for the purpose of establishing net 





21 Commissioner of Internal Revenue v. Isaac Winkler & Brothers 
Company, 53 Fed. (2d) 580. 


Reciprocal Interchange of Confidential 
Data between States 


In deciding the Dixie Wholesale Grocery Co., Inc.* 
case, the Kentucky Court of Appeals settled a number 
of issues regarding reciprocal interchange of confi- 
dential data with other states. The case arose under 
the state cigarette tax, but it involved issues impor- 
tant in the administration of numerous other meas- 
ures. The specific problem was whether or not data 
regarding alleged sales to customers in Ohio tax-free 
could lawfully be supplied to the Ohio tax officials on 
areciprocal basis. The grocery company alleged that 
supplying such data to Ohio (a) was contrary to the 
commerce clause of the Federal Constitution; (b) was 
a violation of the company’s constitutional immunity 
from unlawful search and seizure; and, (c) was 
effected pursuant to a compact between states with- 


se 


* Dixie Wholesale Grocery Co., Inc. v. Martin et al., Kentucky 
Court of Appeals, April 28, 1939. 


income in and without New York State the aggregate 
amount of the deduction, whichever is lower, should 
be allocated in ratio of gross income less ordinary 
and necessary business expenses, such as salaries, 
wages, rents and other selling and administrative ex- 
penses not included in cost of goods sold, as is applicable 
to without and within the State. 

Within Without 


Example: Total Ae Be N..¥. 
Gross income—Section 386-d............. $306,000 $103,000 $203,000 
Deductions—Section 360: 
Those allowed for computation of value 
of personal services of active pro- 
prietors—Section 360-1 .............. 200,000 60,000 140,000 


Basis for 1/5 allowance—Section 386-e. .$106,000 $ 43,000 $ 63,000 
Percentages for 1/5 allowance ........ 100% 41% 59% 
Other deductions—Section 360-2 to 13..$ 6,000 $ 3,000 $ 3,000 


Net income—Section 386-c............... $100,000 $ 40,000 $ 60,000 


Profit and Loss Ratio: 
A Residence N. Y. Active 4% $ 4,000 


B “ i. Se - 26% 26,000 
c Hig Mass. “ 20% 20,000 
D “ Md. “ 20% 20,000 
E is Pa. Inactive 30% 30,000 


a eR LE REE $100,000 
Computation of deduction for per- 
sonal services of active proprie- 
tors allowed—Section 386-e: 
20% of $106,000 above........ $ 21,000 
but in no case more than 
$5,000 for each active pro- 





prscuer 4 BSS ooo. ci cess. $ 20,000 $ 8,200 $ 11,800 
Net income after deduction for personal 
OE ey ae 2 Se av! ORNs $ 31,800 
Less specific exemption—Section 386-f 5,000 
Income subject to the Unincorporated 
NII RII 55s sre wravara ea aslayere ‘eile avecacecs-asls $ 26,800 
sist cca tire dandacosaibmarncmnest $ 1,072 


The unincorporated business tax at the present time 
is an emergency tax, but promises not only to become 
an established institution in New York State, if only 
to offset the disadvantage of corporate business, but 
most likely will be copied by other states. 


out congressional approval and hence repugnant to 
the Federal Constitution. 


On all counts the court sustained the Department’s 
position. The administration could scaxcely desire a 
more wholehearted endorsement of the indispensable 
administrative device of confidential interchange of 
data regarding interstate shipments of individual tax- 
payers. Thus the decision will be found of funda- 
mental importance throughout the country. A contrary 
view by the courts would render effective state tax 
administration at many points impossible and would 
thus strike a direct blow at our federal system of 
government.—James W. Martin. 


* * * 


J. P. Wenchel, Chief Counsel for the Bureau of 
Internal Revenue, has recently ruled that a corpora- 
tion operated by its officers pursuant to a federal court 
order entered in proceedings for reorganization, under 
Sec. 77B of the Bankruptcy Act, is subject to the 
capital stock tax.—Wall Street Journal. 
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Accounting Concepts of Profit, by Stephen Gilman. 


The Ronald Press Co., New York. pp. 635. Price 
$5.00. 


This book will be appreciated by experienced ac- 
countants who know their subject well. While its 
primary purpose is to deal with accounting as it re- 
lates to the profit and loss statement, it contains also 
a history of the development of the accounting pro- 
fession, and a selective list of accounting principles. 
Pointing out the lack of a code of accounting “prin- 
ciples” or of the “common law” of accountants, the 
author furnishes a composite list compiled from the 
best of numerous other identified lists. 


In the parts of the book which relate to items in 
the profit and loss statement, especial emphasis is 
laid upon the subjects of inventories and depreciation. 
The 117 pages devoted to inventories contain a prac- 
tical, authoritative presentation of this subject. This 
part of the book should prove serviceable to business 
executives of trading and manufacturing concerns, as 
well as to the professional accountant. 

The subject of income taxation is, for the most 
part, intentionally avoided, the author preferring to 
present his concept of accounting for profits independ- 
ently of rules laid down by the Bureau of Internal 
Revenue, especially where, in the opinion of the 
author, and of other quoted authorities, certain of the 
rules are condemned as being contrary to good ac- 
counting principles. For instance, the author criti- 
cizes G. C. M. 20021,' which required publisher’s 
prepaid subscriptions to be reported as income when 
received, on the accrual basis. It is interesting to 
note that the Bureau is now limiting its application 
of the conclusion in that ruling.—H. Bessler. 


Custom House Guide. 
pp. 1525. Price $15.00. 

The Custom House Guide has just issued its 1939 
New York World’s Fair de luxe annual edition. A 
new feature outstanding this year has been the inclu- 
sion of the exact wording of each of the nineteen 
reciprocal trade agreement rates of duty and other 
changes brought about by executive or legislative 


action, under each paragraph affected in the Tariff 
Act of 1930 section. 


Custom House, New York. 





1 See 393 CCH { 6266 for the Deputy Commissioner’s letter relative 
to enforcement of this G. C. M. 


INTEREST 


U. S. Customs Regulations although issued new in 
1937 have been completely revised in accordance with 
the Customs Administrative Act of 1938. New rates 
of duties in accordance with the United Kingdom, 
revised Canadian, and all previous reciprocal trade 
agreements and changes through executive or legisla- 
tive action appear opposite each commodity affected 
in an alphabetical index of 30,000 commodities, to- 
gether with the rates in effect for German goods only 
under the Tariff Act of 1930. 


A section on special acts affecting imports has been 
added showing various acts including import taxes 
and processing taxes applicable to imported merchan- 
dise or products derived therefrom. 

Other information included in the book are: port 
sections which completely cover the activities and 
facilities of all principal ports; and a section of gen- 
eral information, including foreign forwarding agents, 
weights, measures, coin values, trade terms, air serv- 
ices, Federal Alcohol Administration, Department of 
Agriculture, State Department, Department of Com- 
merce, Bureau of Foreign and Domestic Commerce, 
Consular Service, Foreign Customs Headquarters and 
Embassies, alcoholic beverage importers and export- 
ers and much other additional information. 

Tax Exemptions. Tax Policy League Symposium. 
Tax Policy League, New York. pp. 237. Price $3.00. 

The purpose of the book is aptly explained in the 
Foreword by Frederick L. Bird of Dun and Brad- 
street, New York, who states in part: “The power of 
tax exemption has potentialities which do not suffer 
greatly by comparison with the power to tax. It can 
be used to safeguard and to exploit, to subsidize one 
interest and destroy another, to simplify administra- 
tion and to confuse it, and to vitiate a tax or to give 
it effectiveness. 

“At the same time that demands for tax exemptions 
increase, however, sentiment for their curtailment 
also gathers force. 

“The Tax Policy League, impressed with the need 
for clarification of the issues inherent in tax exemp- 
tions, both present and prospective, chose this theme 
as the subject of its third annual symposium. ‘The 
program was planned, . with the purpose ot a 
frank and well balanced examination of the subject 
in all its major aspects, by a group of distinguished 
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specialists, each one of whom was particularly quali- 
fed to develop an important phase or point of view.” 


The book is divided into five parts entitled “Gen- 
eral Theory of Tax Exemption”, “Subsidy Exemp- 
tions’, ‘““Intergovernmental Exemptions”, “Subsistence 
and Other Exemptions” and “Exemptions to Stimulate 
Improvements,” respectively—subjects which were 
discussed at the Symposium conducted by the Tax 
Policy League, December 28-30, 1938 in Detroit, 
Michigan. Each title is developed and discussed by 
men and women well equipped to speak authorita- 
tively on the subject. 


James W. Martin, Commissioner of Revenue of 
Kentucky, and Director, Bureau of Business Re- 
search, University of Kentucky, discusses “General 
Theory of Tax Exemption”; Lucy Winsor Killough, 
Assistant Professor of Economics, Wellesley College: 
“Exemptions to Educational, Philanthropic and Re- 
ligious Organizations,” and Kenneth J. McCarren, 
Vice-President, Detroit Board of Assessors: “Lur- 
ing Industry through Tax Exemption.” Carl H. 
Chatters, Executive Director, Municipal Finance Offi- 
cers’ Association discusses ‘‘Distribution of Tax-Exempt 
Securities”; Russell McInnes, Lehman Brothers, New 
York: “Investment Banking and Intergovernmental 
Exemptions”; Roy Blough, Director of Tax Research, 
United States Treasury Department: “Intergovern- 
mental Exemptions from the Federal Point of View,” 
and Phillips Bradley, Professor of Political Science, 
Queens College: “Some. Considerations of Politics 
and Equity with Respect to Intergovernmental 
Immunity.” 


Mabel Newcomer, Professor of Economics, Vassar 
College, discusses “The Level of Personal Income 
Tax Exemptions”; William J. Shultz, School of Busi- 
ness and Civic Administration of the College of the 
City of New York: “Death Tax Exemptions”; 
Denzel C. Cline, Associate Professor of Economics, 
Michigan State College: “Sales Tax Exemptions”; 
J. L. Jacobs, Consultant in Public Administration and 
Finance, Chicago: “Exemption of Tangible Person- 
alty”; and Ronald B. Welch, Research Director, Na- 
tional Association of Assessing Officers: “The 
Exemption of Intangibles from Property Taxes.” 


Edwin H. Spengler, Professor of Economics, Brook- 
lyn College discusses “Exemption of Public and Lim- 
ited Dividend Housing Projects’; L. D. Melton, 
Director, Division of Research and Statistics, Okla- 
homa Tax Commission: “Homestead Tax Exemp- 
tion”; and Jens P. Jensen, Professor of Economics, 


University of Kansas: “Exemption of Improve- 
ments.” 


The book is well worth the while of any one inter- 
ested in the question of tax exemption, either from 
the standpoint of existing exemptions or the results 
ot removing them.—Walter Adams. 


Accounting Principles and Procedure. Papers pre- 
sented at Fifty-first Annual Meeting, American Insti- 
tute of Accountants, New York. pp. 252. 


Direct Tax Burden on Low Income Groups, by J. 
M. Leonard. National Municipal League, New York. 
pp. 31. Price 35¢. 


CURRENT BOOKS OF INTEREST IN THE FIELD OF TAXATION 
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Financing Michigan’s Government: 1930-1938. Bu- 
reau of Government, University of Michigan, Ann 
Arbor. pp. 26. 


Financing of Institutions of Public Instruction in 
Germany, 1927-1937, by Fletcher Harper Swift. Uni- 
versity of California Press, Berkeley. pp. 360. Price 
$3.00. 


Government Corporations and State Law, by Ruth 
G. Weintraub. Columbia University Press, New York. 
pp. 200. Price $2.75. 


Law of Income Tax in the Australian Common- 
wealth, by J. V. Ratcliffe, J. Y. McGrath and J. W. 
R. Hughes. Taxation Publishing Co., Ltd., London, 
W.C.I. pp. 1248 Price £3:3:9. 


Proceedings of the Thirty-First National Confer- 
ence on Taxation, 1938. National Tax Association, 
Columbia, S. C. pp. 910. 


Struggle for Economic Security in Democracy: A 
Symposium. Alvin Johnson, Gerhard Colm and others. 
New School of Social Research, New York. pp. 312. 
Price 75¢. 


Taxation and Capital Investment, by James D. 
Magee. The Brookings Institution, Washington, 
D.C. pp. 64. Price 50¢. 


Taxation of Intangibles in Michigan, by Robert S. 
Ford and William B. Wood. Bureau of Government, 
University of Michigan, Ann Arbor. pp. 156. 


New Second Edition... 


THE THEORY AND 
PRACTICE OF 
MODERN TAXATION 


BY 
WILLIAM RAYMOND GREEN 


JUDGE, U. S. COURT OF CLAIMS. FORMERLY 
CHAIRMAN, WAYS AND MEANS COMMITTEE, 
U. S. HOUSE OF REPRESENTATIVES, AND JOINT 
COMMITTEE, HOUSE AND SENATE ON TAXATION. 


Ww the book stands out as an 


authoritative exposition of distin- 
guished clarity and free from dogma- 
tism. A good book, paper, printing, 
and binding are worthy of the text.// 


The Journal of Accountancy 


364 pages, 614 x 934 inches, fabrikoid bound 
Price, $3.50 per Copy 


COMMERCE, CLEARING) HOUSE; Ing, 


LOOSE LEAF SERVICE DIVISION 


‘The Gore oranonfrus-Lompany 


CHICAGO 
205 W. MONROE ST, 



























































































































































































































































































































































































































































































































































































































































eS 
i a ee , 
ee ° 
| ; } ‘ i 
mT : i i / 3 : 
: ‘ LE 


vee wee. 


PN ca cnicctascviste tasentiscm : Weick os 


C BOARD 


United States Supreme Court 


Estate Tax—War Risk Insurance—Includibility in Gross 
Estate.—The proceeds of War Risk Insurance are includible 
in a decedent’s gross estate, under Sec. 302 (g) of the 1926 
Act, as the proceeds of insurance, despite the existence of 
a statute exempting the proceeds of War Risk Insurance 
from taxation. In permitting such inclusion, there is no vio- 
lation of the exemption statute because the estate tax is an 
excise imposed upon the transfer of the property from dece- 
dent’s estate and not a tax upon the property. Neither is 
such an inclusion an impairment of a contract right in viola- 
tion of the Fifth Amendment. 


Affirming Circuit Court of Appeals for the Second Circuit, 
38-2 ustc J 9457, 98 Fed. (2d) 734, which affirmed Board of 
Tax Appeals memorandum decision, reported as CCH Dec. 
9935-Z.—U. S. Supreme Court, in United States Trust Company 
of New York, Exr., u/w of George H. Bunker, Deceased v. Guy 
T. Helvering, Commissioner of Internal Revenue. No. 453, 
October Term, 1938. 


Judge’s Salary—Taxability—Sec. 22 of the 1932 Act pre- 
scribing that gross income should include the compensation 
of “judges of courts of the United States taking office after 
June 6, 1932,” is constitutional. Therefore the salary of 
$12,500 paid such a judge for 1936 was part of his gross in- 
come for federal income tax purposes. That the Court con- 
siders that the imposition of the federal income tax upon a 
judge’s salary is not in any case a “diminution” thereof within 
the constitutional prescription is indicated by the following 
language, “But to the extent that what the Court now says 
is inconsistent with what was said in Miles v. Graham, 268 
U. S. 501 [1 ustce 138], the latter cannot survive.” The 
Graham decision held that the provision in the 1918 Act for 
the inclusion in taxable gross income of salaries of federal 
judges is unconstitutional, as constituting a diminution of 
the compensation, although the appointment was subsequent 
to the passage of the Act. Dissenting opinion filed. 


Reversing District Court judgment reported at 391 CCH 
 0413.—U. S. Supreme Court, in George W. O’Malley, Indi- 
vidually and as Collector of Internal Revenue v. Joseph W. 
Woodrough and Ella B. Woodrough. No. 810, October Term, 
1938. 


Motor Vehicle Caravan Act—Due Process.—A motor ve- 
hicle caravan act exacting fees aggregating $15 for each 
vehicle driven into the state for sale does not violate the due 
process or equal protection clauses of the Fourteenth Amend- 
ment nor unduly burden interstate commerce. Vehicles mov- 
ing in caravans constitute a distinct class of traffic which 
may be specially taxed, and the fees charged for the use of 
the highways and to compensate for the added policing bur- 
den are not unreasonable.—U. S. Supreme Court, in Clark v. 
Paul Gray, Inc., et al. No. 534, October Term, 1938. 


National Firearms Act—Constitutionality—The National 
Firearms Act is not unconstitutional as being a usurpation by 
the Federal Government of police power reserved to the 
States. Nor does the Act violate the Second Amendment to 
the Constitution which provides that the right of the people 
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to keep and bear arms shall not be infringed, a well regulated 
militia being necessary to the security of a free State. There 
was no evidence to show that possession of the firearm in- 
volved had at this time some reasonable relationship to the 
preservation or efficiency of a well regulated militia. 

Reversing and remanding District Court decision which 
quashed the indictment.—U. S. Supreme Court, in United 
States of America v. Jack Miller and Frank Layton. No. 6%, 
October Term, 1938. 


Appellate and Lower Courts 


Capital Loss—Conveyance of Property for Cancellation of 
Note.—Where taxpayer and his wife, as part of the purchase 
price of income-producing property, gave a note secured by 
a trust deed, and where, in 1933 they transferred the prop- 
erty to the note holder in consideration for the cancellation 
of the note, the resulting loss was a capital loss, not an 
ordinary one. The transfer constituted a sale of a capital 
asset. 


Affirming Board of Tax Appeals decision, 37 BTA 897, 
CCH Dec. 10,033.—U. S. Circuit Court of Appeals, Ninth 
Circuit, in Betty Rogers v. Commissioner of Internal Revenue 
and Betty Rogers, O. N. Beasley, Oscar Lawler, James K. Blake, 
Exrs., Estate of Will Rogers, Deceased v. Commissioner of In- 
ternal Revenue. No. 9007. 


Excise Tax—Gasoline and Lubricating Oils.—Plaintiff is 
engaged in the production, manufacture, and sale of gasoline, 
lubricating oils, and other petroleum products. On the day 
before the effective date of the 1932 Act, providing for a tax 
on the sale of gasoline or lubricating oils by a manufacturer 
or producer, plaintiff, by bills of sale transferred certain 
stocks of gasoline and lubricating oils to two of its wholly 
owned, nonoperating subsidiaries. The transactions were 
entered as open accounts on plaintiff’s books, and plaintiff 
continued to exercise complete control and dominion over 
said stocks. It is held, upon the facts, that the transactions 
did not constitute bona fide sales and that the wholly owned 
subsidiary corporations were utilized by the plaintiff as mere 
instrumentalities for the purpose of avoiding an imminent 
tax.—U. S. District Court, Western Dist. of Oklahoma, in 
Continental Oil Co. v. H. C. Jones, Collector of Internal Revenue. 
Law No. 6287. 


Loss—Year of Deductibility—Taxpayer, a director of a 
bank, in order to enable the bank to remain open, purchased, 
in 1931, depreciated bonds owned by the bank. He paid what 
they cost the bank although their market value was substan- 
tially less at the time of purchase. He gave his note for the 
amount of the purchase price. His stock in the bank became 
worthless in 1932. The note was not paid until 1934, after 
taxpaver’s death. In 1932, taxpayer claimed a deduction for 
the difference between the amount paid by him for the bonds 
and their value when acquired. It is held that the taxpayer, 
being on a cash basis, sustained no loss in 1932 on worthless- 
ness of his stock, as the result of giving his note. The result 
is not changed by the fact that the note was secured by col- 
lateral. 


June 
















Aff 
250, § 
Cour 
Uniot 


on of 
chase 
ed by 
prop- 
lation 
ot an 
apital 


. 897, 
Ninth 
venue 
Blake, 
of In- 


iff is 
oline, 
e day 
a tax 
‘turer 
ortain 
holly 
were 
Lintiff 
over 
‘tions 
wned 
mere 
inent 
la, in 
venue. 


of a 
ased, 
what 
stan- 
r the 
came 
after 
n for 
yonds 
ayer, 
iless- 
-esult 
r col- 


Affirming District Court, 37-2 ustc $9542, 21 Fed. Supp. 
250, and 38-1 ustc {9077, 22 Fed. Supp. 16.—U. S. Circuit 
Court of Appeals, Second Circuit, in John F. Jenkins and The 
Union and New Haven Trust Company, Exrs., Will of Leonard 
A. Jenkins, Deceased v. A. Don Bitgood, Former Acting Col- 
lector of Internal Revenue. 


Obsolescence—Title Insurance Plant.—Obsolescence de- 
duction in 1928 is denied as the result of abandonment in that 
year of one of two title insurance plants acquired in a merger 
in 1927, after an unsuccessful attempt to sell it in 1928 for 
$1,000,000. A value of $800,000 had been placed upon the 
plant at the time of the merger. As it was economically un- 
desirable to make use of both plants one was kept up by the 
necessary entries, and the other was abandoned. This is a 
case of abandonment rather than obsolescence, but no recov- 
ery can be allowed on such ground because the refund claim 
covered only obsolescence. 


Reversing District Court decision, reported at 37-2 ustc 
¢9357.—U. S. Circuit Court of Appeals, Third Circuit, in 
United States v. Real Estate-Land Title and Trust Company. 
No. 6493, October Term, 1937. 


Overpayments—Timeliness of Petition to Board.—In an 
appeal to the Board from a deficiency for 1933, taxpayer 
claimed an overpayment. The petition was filed within two 
years after payment of the tax. Thereafter taxpayer aban- 
doned the grounds for overpayment claimed in the original 
petition and obtained leave to amend the petition to set up 
another ground for the overpayment. This amendment was 
allowed more than two years after payment of the tax. It is 
held that recovery of the overpayment on the ground stated 
in the amended petition was barred by the statute of limita- 
tions because such amended petition was filed more than two 
years after payment of the tax and did not relate back to the 
time of filing the original petition as it raised an entirely new 
issue. The Commissioner’s failure to object to the amended 
petition was not a waiver of the statute of limitations as he 
had no authority to waive it. 


Reversing Board of Tax Appeals, 35 BTA 1178.—U. S. Cir- 
cuit Court of Appeals, Third Circuit, in Commissioner of In- 
ternal Revenue v. Edward E. Rieck. No. 6636, March Term, 
1938. 


Partnership—Contribution—Gain. — In 1929, the taxpayer 
and other members of a partnership, an investment firm, 
contributed to it as part of its capital shares of stock which 
had, at the time of such contribution, a fair market value of 
approximately $65 a share. Taxpayer’s cost of his stock 
was about $4.16 per share. Upon sale of the shares by the 
partnership in 1929 and 1930, taxpayer is taxable only on his 
pro rata share of the difference between the value of the 
stock when received by the partnership and its selling price. 
He is not taxable, under the 1928 Act, on the difference be- 
tween the cost of the stock to him and the value when con- 
tributed to the partnership until the dissolution of the 
partnership and the receipt of the liquidating dividend by him. 
—U. S. District Court, Western Dist. of Pennsylvania, in 
Annie Laurie Crawford and The Union Trust Company of Pitts- 
burgh, Exrs., Will of George W. Crawford, Deceased v. United 
States. Law No. 8577. 


Personal Property Acquired as Bequest—1928 Act—Basis. 
—In computation of gain from the sale of stock passing by 
general bequest, the “time of the distribution” under section 
113(a)(5), 1928 Act, is the time of actual transfer to the dis- 
tributee rather than the date of a court authorization of 
partial distribution, because under the Ohio probate law the 
court order itself effected no segregation or distribution of 
assets. Williamson v. Commissioner (394 CCH { 9207), followed. 

Affirming Board of Tax Appeals decision, 34 BTA 603.— 
U.S. Circuit Court of Appeals, Sixth Circuit, in Commissioner 
of Internal Revenue v. Robert A. Taft, Trustee, Last Will and 
Testament of Charles Phelps Taft, Deceased. No. 7591. 


Railroads — Consolidated Returns for 1920. — Petitioner, 
with two of its affiliates, was under federal control during 60 
days of 1920, during which period it was entitled to a tax rate 
of 8 per cent instead of 10 per cent. Of the remaining affiliates 
not under federal control, one sustained a net loss for 1920. 
As to a consolidated return filed by petitioner for 1920, it is 
held that the loss in question should be deducted from the 
total income of the group for the twelve months’ period; 
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that a proper portion of the taxable net income so arrived at 
should be assigned to petitioner; and that 60/366 of that 
income should be taxed at 8 per cent and the remainder at 
10 per cent. 


Reversing, on this issue, Board of Tax Appeals decision, 36 
BTA 1248, CCH Dec. 9901, reported at 384 CCH f{ 7101.— 
U. S. Circuit Court of Appeals, Tenth Circuit, in Commis- 
sioner of Internal Revenue v. The Colorado and Southern Rail- 
way Co., for Itself and Affiliated Corporations. No. 1749, Jan- 
uary Term, 1938. 


Recovery after Claim in Abatement Filed.—Recovery of a 
1917 deficiency paid on August 4, 1927, is denied, where an 
unlimited waiver was filed prior to April 1, 1924; where the 
additional assessment was made on March 19, 1924; and 
where the evidence is analyzed to demonstrate that the date 
of filing of a claim in abatement was March 28, 1924.—U. S. 
District Court, Northern Dist. of California, in National Paper 
Products Company v. United States. No. 19528-L. 


Refund Claim—Grounds.—Claim for refund filed by tax- 
payer was insufficient to support a suit for recovery of 1918 
excess-profits taxes on the ground that calculation of its in- 
vested capital was inadequate, where no facts were given in 
support of the allegation. Nor was a letter which the tax- 
payer claims to have mailed, and the Commissioner claims 
not to have received, such an amendment of the filed claim 
as to make it sufficient. 


Affirming District Court decision reported at 36-1 usTc 
{ 9131.—U. S. Circuit Court of Appeals, Second Circuit, in 
McKesson & Robbins, Inc. v. William H. Edwards, Individually 


9 ~ Collector of Internal Revenue, Second District of New 
ork. 


Refund of Illegal Bonus Payments—Taxability—For each 
of the years 1930, 1931, and 1932 the board of directors of the 
corporation in which taxpayer was a director voted them- 
selves bonuses of large amounts, of which taxpayer received 
his pro rata share and which he reported in his returns for 
the years mentioned. Subsequently, minority stockholders 
refused to approve these bonuses and threatened to bring suit 
for the return of such amounts as were alleged to be beyond 
reasonable compensation. Ultimately the directors agreed to 
pay back that part which exceeded the amount agreed upon as 
representing reasonable compensation, and the taxpayer made 
refund to the corporation on that basis, and claimed a re- 
fund of taxes for the taxable years. The refund claim was 
denied by the Commissioner. The lower court held that 
payment of the bonuses was void as being in violation of law, 
and that the taxpayer should recover. The instant Court 
reverses, holding that the payments were in fact taxable income 
when received. “The corporation was divested of legal title 
to the money; that passed to the taxpayer, irrespective of the 
equity resting in the stockholders to recover it.” 


Reversing District Court decision reported at 38-2 ustc 
{ 9543.—U. S. Circuit Court of Appeals, Seventh Circuit, in 
C. O. Griffin v. Will H. Smith, Collector of Internal Revenue, 


Dist. of Indiana; C. O. Griffin v. United States. .Nos. 6587, 6588, 
October Term, 1938. 


Reorganization. — Nontaxable reorganization exchange, 
rather than a taxable liquidation distribution, is held to have 
taken place in 1931 when taxpayer surrendered preferred 
stock of the General Baking Corporation, a Maryland corpo- 
ration, and received common stock of the General Baking 
Company, a New York corporation, debenture bonds with 
accrued interest, and cash. The cash represented an ordinary 
dividend by the New York company. As between the cor- 
porations, there was a reorganization under Section 112 (i) 
(1) (B), 1928 Act, as there was a transfer by one corporation 
of part of its assets to a new corporation, and immediately 
after the transfer the stockholders of the old corporation had 
at least an 80 per cent control of the new corporation. Liqui- 
dation of one company does not affect the reorganization 
status. 


Affirming Board of Tax Appeals memorandum decision, 
Dec. 9803-A.—U. S. Circuit Court of Appeals, First Circuit, in 


Commissioner of Internal Revenue v. Stella S. Whitaker. No. 
3345, October Term, 1938. 


Sale and Exchange of Stock—Non-Taxable as Single 
Transaction.—Pursuant to a plan of consolidation of corpora- 
tions A and B into a third company, decedent sold some 1026 
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shares of his stock in corporation A to corporation B, and 
after he had voted on the merger agreement by virtue of his 
retained A company stock (some 1373 shares) he exchanged 
the latter for stock of the new consolidated company. It is 
held that the sale was one transaction and that the exchange 
was a separate transaction from which there was no profit 
recognized under Sec. 203(b)(2) of the 1926 Act providing 
that where stock is exchanged solely for stock in connection 
with a plan of reorganization, no gain or loss shall be recog- 
nized, 

Reversing former ruling of this Court, reported at 38-1 
ustc J 9066, 94 Fed. (2d) 666, which reversed District Court 
decision, the latter being now affirmed.—U. S. Circuit Court 
of Appeals, Third Circuit, in United States v. John T. Rodgers, 
Frank R. Macklin, Exrs., under Will of James Macklin, De- 
ceased. No. 6400, October Term, 1937. 


Board of Tax Appeals 


Deductions—Actress’ Costumes.—The taxpayer’s testimony 
substantiated her claim for deduction of expenditures for 
costumes, shoes, wigs, and other articles necessary in her 
profession as an actress. Although the memorandum book 
in which expenditures were recorded was lost and the stores 
from which the purchases were made were no longer in busi- 
ness, the taxpayer’s testimony was convincing that she expended 
at least the amount claimed.—Helen Menken (Mrs. Helen 
Menken Smith) v. Commissioner, Decision 10,621-G [CCH]; 
Docket 94263. Memorandum opinion. 


Deductions—Expenses—Singer.—(1) The Board passes on 
deductions claimed by taxpayer, in connection with his pro- 
fession as an opera singer, as follows: Allows deduction in 
1933 and 1934 for rent and office expense, advertising and 
publicity, accompanist, music, costume rental, coach, valet, 
entertainment, theatre tickets, flowers, and traveling expenses, 
including those of his wife who performed valuable services 
for him in connection with his business while traveling. His 
living expenses in a New York hotel were deductible in 1935. 
Expenses for upkeep of a boat and depreciation allocable to 
the period during which it was held available for charter hire 
were not deductible in 1935. Claimed deduction for automo- 
bile expense and depreciation in 1935 is denied for lack of 
evidence. Deduction for salary to taxpayer’s wife in 1935 is 
determined. The Board also determines the amount of allow- 
able deductions for a corporation which taxpayer controlled. 


(2) Estimates by taxpayer of amounts expended in 1933 
for taxes on gasoline and theatre tickets is accepted as the 
amount expended by him, and deduction therefor is allowed. 


(3) Interest paid by taxpayer on a mortgage on a home 
which he had purchased for his parents, title to which stood 
in their name, was not deductible in 1933. 


(4) In computing gain on the sale of taxpayer’s pleasure 
boat, the basis should not be reduced by depreciation since 
none was allowable. Adjustments to basis for capital ex- 
penditures is determined. 


(5) Where taxpayer assigned to a controlled corporation 
contracts for singing, income derived by the corporation in 
1935 was taxable to the taxpayer, not the corporation —John 
Charles Thomas v. Commissioner; J. C. Thomas v. Commis- 
stoner; J. C. Thomas, Inc. v. Commissioner, Decision 10,622-A 
[CCH]; Dockets 83325, 91164, 95232, 95233. Memorandum 


opinion. 


Deductions—Property in Another’s Name.—Taxpayer may 
not deduct taxes on real property and interest on a mortgage 
thereon paid by him where he paid part of the purchase price 
and his wife paid the balance and title to the property stood 
in his wife’s name. There was no evidence to support tax- 
payer’s contention that he was the equitable owner of the 
property, and it appeared that it was the intention of the 
taxpayer that ownership of the property should be in the 
wife for her protection—Percy M. Stewart v. Commissioner, 
Decision 10,601-G [CCH]; Docket 86972. Memorandum 


opinion. 


Lessor’s Income from Lessee’s Improvements.—Petitioner 
owned a one-half interest in real estate in California which it 
leased in 1925 for a term of fifty years and one month. Under 
the terms of the lease, in addition to rental, the lessee was 
required to and did erect in 1926 a building thereon which 
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then became a part of the real estate, had a life of 331/3 
years, and, if removed, had only a salvage value. In 1932, 
upon default on the lease by the lessee, the lessor repossessed 
the premises, including the building thus erected. Respondent 
determined petitioner realized taxable income in 1932 in the 
amount of one-half the depreciated cost of the building 
erected by the lessee, under Regulations 77, article 63, as 
amended by T. D. 4539, (C. B. XIV-1, p. 141). It is held that 
the provisions of that article are invalid and petitioner real- 
ized no taxable income in 1932, as rental or otherwise, upon 
its acquisition of possession of such leased premises. Blatt 
Co. v. United States, 38-2 ustc § 9599, followed.—Cleveland 
Trust Company, Trustee, Edith K. Timken et al. Trust v. Com- 


missioner, Decision 10,562 [CCH]; Docket 88561. 39 BTA 
—, No. 18 


Life Insurance Company—Reserve Fund Required by Law. 
—Reserves carried by a life insurance company to meet 
anticipated liability under disability provisions contained in 
life insurance policies, where no disability had occurred in 
the taxable years 1933 and 1934, and where disability had 
occurred but liability for benefits had not accrued are “re- 
serve funds required by law” and constitute a proper basis 
for deductions under Sec. 203(a)(2) of the 1932 and 1934 
Acts. Pan-American Life Ins. Co., 38 BTA —, No. 188 [393 
CCH J 7140] followed.—Oregon Mutual Life Insurance v. Com- 
missioner, Decision 10,562-A [CCH]; Dockets 85182, 88299. 
Memorandum opinion, 


Liquidation Distribution Alleged but Not Made — No 
Fraudulent Return.—Petitioner, as president of a corporation 
which had transacted no business since 1920, filed a capital 
stock tax return for the corporation for the year ended June 
30, 1934, and attached thereto a statement to the effect that 
the corporation was dissolved and its assets distributed to 
himself as sole stockholder, on December 31, 1932, such state- 
ment obviously having been made to induce the Commis- 
sioner to classify the corporation as not subject to capital 
stock tax for 1934. The facts show that no such distribution 
was made in 1932, that petitioner was not in receipt of dis- 
tribution in liquidation, and that no deficiency for 1932 exists. 
The Commissioner’s allegation of fraudulently failing to re- 
port income must necessarily fail where no deficiency exists. 
—A. P. Nute v. Commissioner, Decision 10,592-D [CCH]; 
Docket 88755. Memorandum opinion. 


Liquidation or Sale.—A transaction whereby taxpayer con- 
veyed his stock to the corporation was a sale not a liquida- 
tion. The shares were not cancelled but held as treasury stock 
by the corporation. The intention was to effect a sale and 
purchase of the shares and not a redemption of them. Accord- 
ingly, taxpayer was entitled to treat the gain as capital gain— 
Harry S. Berger and Mrs. Harry S. Berger, Husband and Wife 


v. Commissioner, Decision 10,561-E [CCH]; Docket 91000. 
Memorandum opinion. 


Oil and Gas Lease Development as Association.—W here 
petitioner, as tenant in common of undivided interests in an 
oil and gas lease, arranged for the development and manage- 
ment of their property through separate, individual agree- 
ments with a common agent whose powers and authority 
were expressly delegated and fixed in advance by such sepa- 
rate agreements, it is held that the petitioner did not consti- 
tute an association taxable as a corporation. C. A. Everts 
et al., 38 BTA —, No. 132, Dec. 10,484, followed.—Rector & 
Davidson v. Commissioner, Decision 10,550-A [CCH]; Dockets 
79346, 84517. Memorandum opinion. 


Overpayments—Amendment to Petition Inoperative—Re- 
fund Limitation.—Petitioner made an overpayment of her 
income tax for the year 1932 which did not result from any 
ground stated by petitioner in a claim for refund filed with 
the collector March 9, 1934. The petition was filed with the 
Board March 2, 1936, and an amended petition setting up an 
entirely new assignment of error was filed November 30, 1937. 
It was this assignment of error which the Board sustained 
in part and results in the decision of overpayment. It 1s 
held that the amendment to the petition filed November 30, 
1937, does not amend the claim for refund filed March 9, 1934, 
and, inasmuch as such claim for refund did not specify the 
grounds from which the overpayment results, it is an invalid 
claim for refund and payments of tax made by petitioner at 
different dates in 1933 were not made within two years be- 
fore the filing of a valid claim for refund; it is held, further, 
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that a payment made by petitioner January 4, 1935, was made 
within two years before the filing of the petition as amended. 
Edward E. Rieck, 35 BTA 1178 [CCH Decision 9663], fol- 
jlowed.—Georgie W. Rathbone v. Commissioner, Decision 10,552 
(CCH]; Docket 83106. 39 BTA —, No. 8. 


Partnership Dissolution—No Recognizable Gain or Loss.— 
Where a partnership is dissolved and its assets distributed to 
the members in kind and not in cash, no gain or loss is real- 
ized by a member, as a result of his partnership investment, 
until he has disposed of the assets received by him. Regula- 
tions 77, article 604. It is held, further, that the provisions 
in article 604, supra, directing a nonrecognition of gain or loss 
in like transactions, are not inconsistent with other provi- 
sions of the regulation, or with the revenue acts.—Annie 
Laurie Crawford and Union Trust Company of Pittsburgh, 
Exrs., Will of George W. Crawford, Deceased v. Commissioner, 
Decision 10,611 [CCH]; Docket 88072. 39 BTA —, No. 67 


Real Estate Trust—Non-taxability as Association.—Upon 
authority of Gibbs-Preyer Trust No. 1, 393 CCH { 7206, it is 
held that where the powers of the trustee, under the terms 
of a written trust, as properly supplemented by a contem- 
poraneous Oral agreement by the parties to the written trusts, 
are limited, during the tax years, to those purely ministerial, 
such a trust is taxable as a trust and not as an association 
in 1934 and 1935.—Gibbs-Preyer Trust No. 2, the George D. 
Harter Bank, Trustee v. Commissioner, Dec. 10,612-B [CCH]; 
Docket 89916. Memorandum opinion. 


Real Estate Trust as Association.—Petitioner, a trust, owns 
several parcels of real estate located in the City of Detroit. 
These properties are valuable business properties and wherever 
possible are leased on a net basis and for long terms. They 
are substantial income-producing properties. With respect 
to the form of its organization, its methods of operation, the 
rights of the beneficiaries in the trust and its properties, and 
the powers of the trustees, the petitioner is substantially 
similar to a statutory corporation. It is held that petitioner 
is an association within the meaning of section 1111(a)(2) of 
the Revenue Act of 1932—Williams Trust v. Commissioner, 


— 10,624 [CCH]; Dockets 82276, 84833. 39 BTA —, 
No. 80. 


Recapitalization as a Reorganization—Basis.—A recapitali- 
zation and a reorganization occurred where pursuant to a 
plan preferred stock was exchanged for debentures and re- 
tired and the authorized preferred reduced from $1,000,000 to 
$400,000. The partnership holder of the preferred stock trans- 
ferred the debentures received in exchange to a controlled 
corporation. The latter used them at par to pay a debt. The 
question was what basis should be used in determining the 
gain from cancellation of the indebtedness. Since there was 
a recapitalization, the debentures received by the partnership 
took the basis of the preferred stock surrendered. The trans- 
fer to taxpayer being one to a controlled corporation, no gain 
or loss resulted under Secs. 112(b)(5), 1928 and 1932 Acts, 
and under Secs. 113(a)(8) thereof the basis of the preferred 
stock in the hands of the partnership was the basis to be used 
in determining gain to taxpayer from settlement of its indebt- 
edness by delivering the debentures to its creditor—L. & E. 
Stn, Inc. v. Commissioner, Decision 10,566 [CCH]; Docket 
86115. 39 BTA —, No. 22. 


Stock Loss Limitation under 1932 Act—Year of Stock 
Worthlessness.—(1) Taxpayer may not offset his personal 
losses from sale of noncapital asset securities, under Sec. 
23 (r) of the 1932 Act, against his shares of gains of a partner- 
ship from sales of noncapital asset securities. 

(2) Stock in Electric Servidor, Inc., became worthless in 
1932, sheriff’s sale of the corporation’s assets in that year 
constituting an identifiable event which made the loss deduct- 
ible. Despite losses and curtailed operations in prior years, 
the stock was not wholly worthless before 1932. For the 
Same reason taxpayer’s advances to the corporation were 
ascertained to be uncollectible in 1932, and bad debt deduc- 
tion is allowed in that year, though taxpayer’s bookkeeper, 
through error, did not charge off the debt until January 3, 
1933. She had been instructed to charge it off in 1932. De- 
duction of the full amount of all outstanding advances to the 
Corporation is allowed for 1932 although inadvertently a 
smaller amount was deducted on the 1932 return.—Robert W. 


Atkins v. Commissioner, Decision 10,551-A [CCH]; Docket 
81065. Memorandum opinion. 
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Stock Purchase or Compensation—Capital Holding Period. 
—(1) In 1929 the petitioner was advised by his employer 
corporation that it had authorized a stock participation plan 
for a selected list of its executives and under the plan he 
would be entitled to purchase 3,000 shares of its stock at a 
price then below the current market. On August 1, 1931, 
but before he had actually purchased any of the shares 
allotted to him he was advised that the plan had been ex- 
tended to December 1, 1934, and under the extended plan 
the corporation would credit on December 1 of each year 
a pro rata part of its earnings for the year against the pur- 
chase price of the stock. A participant had the right at any 
time to receive on demand the number of shares which 
could be purchased by the total earning credits which had 
been actually applied to his account, but in that event he 
would have no further right to purchase stock or receive 
earning credits. When the petitioner noted his acceptance 
of the extended plan the fair market value of the stock was 
approximately the same as the price agreed upon. Petitioner 
reported as income all earning credits in the years in which 
the credits were made. On December 1, 1934, at which time 
the market price of the stock was approximately double the 
purchase price agreed upon, the petitioner paid in cash the 
difference between the earning credits and the aggregate pur- 
chase price and received the 3,000 shares. On the same date 
he sold 1,000 shares of the stock at a profit. The acquisition 
of the stock by the petitioner did not constitute the receipt 
of compensation. 


(2) For the purpose of determining the percentage of gain 
recognized under section 117 of the Revenue Act of 1934 
upon the sale of the 1,000 shares, petitioner “held” Kelvinator 
stock from the dates on which the earning credits were 
actually entered in his account, to the extent that the earning 
credits so entered would pay for stock at the rate per share 
then in effect under the extended agreement. 

Hill dissents, with opinion to the effect that the stock was 
not held for more than one year and that the gain was fully 
taxable. Smith and Mellott agree—Gordon M. Evans v. Com- 


missioner, Decision 10,538 [CCH]; Docket 88261. 38 BTA —, 
No. 185. 


Subsistence Allowance—Additional Compensation—Failure 
to File Return.—Where petitioner, during the taxable years 
in question, a senior auditor in the U. S. War Department, 
failed to prove that he was entitled to any per diem allowance 
for expenses in addition to his regular salary and also failed 
to prove the amount of any of his expenses in case he had 
been so entitled, it is held that the respondent’s determination 
of the deficiencies is approved for lack of evidence. It is held 
further, that where petitioner received a net income from 
salaries considerably in excess of the personal exemption to 
which he was entitled for each of the years 1927 to 1931, 
inclusive, and failed to file any income tax returns for any of 
the years involved during this period, part of the deficiency 
for each year was “due to fraud with intent to evade tax” as 
that term is used in section 275(b) of the Revenue Act of 
1926 and section 293(b) of the Revenue Act of 1928, and the 
addition by the Commissioner of fraud penalties is sustained. 
—Ollie V. Kessler v. Commissioner, Decison 10,649 [CCH]; 
Docket 87292. 39 BTA —, No. 87. 


Syndicate—Taxability as Corporation.—A syndicate, formed 
under an agreement of April 29, 1933 whereby two corpora- 
tions furnished funds to be managed by a designated manager 
in investing in stocks and commodities was not an association 
and not taxable as a corporation in 1933. There were no cer- 
tificates, no provisions for taking in additional parties. There 
was no resemblance to corporate form, no by-laws, meetings, 
letterheads, or seal. The Board follows its decision in Cord, 
CCH Dec. 10,532, 393 CCH § 7132.—Aviation Corporation v. 
Commissioner; Cord Corporation v. Commissioner, Decision 


10,548-A [CCH]; Dockets 85837, 85838. Memorandum 
opinion. , , 


A syndicate formed to exercise a call upon and sell shares 
of Auburn Automobile Company stock was not an associa- 
tion and not taxable as a corporation. No provision was 
made for additional contributions, additional parties or trans- 
fer of interests. There were no corporate attributes, and the 
syndicate had no office or place of business. Cord, CCH Dec. 
10,532, 393 CCH {7132 followed.—E. L. Cord et al. v. Com- 
missioner, Decision 10,548-C [CCH]; Dockets 85500, 85491- 
85499. Memorandum opinion. 
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Trust Income—Control Retained—Grantor’s Taxability.— 
Petitioner created two trusts in 1934, both identical except 
as to beneficiaries, naming himself as trustee, which trusts 
were to terminate in five years except in the case of the death 
of either himself or the respective beneficiaries before that 
time. The securities constituting the trust corpus continued 
to stand in his name; he had the right to sell or exchange 
such securities and reinvest the proceeds, and to keep in his 
individual account the income or proceeds of any sale, and 
as to any such moneys his liability was that of a debtor 
rather than a fiduciary; he retained the right to vote the 
stock, to collect and hold all dividends, and to compromise 
any claims which he might hold as trustee. It is held that 
the income from the trusts was taxable to petitioner in 1934 
and 1935 because of the extensive control which he exercised 
over the property—A/bert Penn v. Commissioner, Decision 
10,652-D [CCH]; Dockets 90761, 90762. Memorandum 


opinion. 


Trust Income—Taxability to Grantor.—Petitioner created 
a trust for the benefit of her husband during his life, the trust 
property to revert to petitioner upon his death. The trust 
instrument was made irrevocable except with the consent of 
the husband. No part of the trust income for 1934-1936 is 
includible in petitioner’s gross income.—Emery May Holden 
Norweb v. Commissioner, Decision 10,554-A [CCH]; Dockets 
89291, 91798, 91826. Memorandum opinion, 


Trust Income Assigned—Taxability.—In 1929, petitioner 
established a trust providing that the income should be pay- 
able to him during his lifetime, then to his wife and others 
with remainder over. The trust agreement specifically pro- 
hibited assignment of the income by the beneficiaries, or 
either of them, prior to actual receipt. In 1932, petitioner 
created a trust for the benefit of his daughter and her chil- 
dren, and on the same date executed a purported assignment 
to the latter trust of all the income which he would thereafter 
be entitled to receive from the former trust until January 1, 
1937. It is held that the purported assignment was void, and 
that the income derived by the first trust during the years 
1933 and 1934 was taxable to petitioner. Amount paid as 
consideration for assignment of a patent owned by a trust 
c Treated by petitioner’s wife is not taxable to petitioner. Blair 

Com., 37-1 ustc J 9083, 300 U. S. 5, distinguished.—Clarence 
P. Byrnes v. Commissioner, Decision 10,621 [CCH]; Docket 
87919. 39 BTA —, No. 77. 


Worthless Stock.—Taxpayer’s deduction in 1931 on account 
of worthlessness in that year of stock of the City National 
Bank of Lansing, Michigan is sustained. In that year the 
Deputy Comptroller of the Currency had advised the directors 
that the capital was impaired, and had required that the con- 
dition be remedied. Thereafter, another bank took over the 
City National and did not consider the assets sufficient to 
discharge the liabilities. The assuming bank required sub- 
stantial guaranties and time deposits. All the facts indicated 
that City National was insolvent at the time of the agree- 
ment and that there was no likelihood that liquidation of its 
affairs would produce anything for its stockholders. Stock 
in the American State Bank did not become worthless in 
1931. While it closed its doors in 1931, subsequent events 
showed that the bank was reorganized and continued to 
operate. The plan of reorganization did not require the 
creation of a new bank.—Richard H. Scott v. Commissioner, 
Decision 10,621-C [CCH]; Docket 87484. Memorandum 


opinion. 


Bureau of Internal Revenue 


Deductions from Gross Income—Accrual Date for State 
Taxes.—For federal income tax purposes, personal property 
taxes in the State of Pennsylvania and the city (county) of 
Philadelphia, Pa., accrue on January 1 of the tax (calendar) 
vear for which the taxes are assessed.—/. T. 3273, 1939-17- 
9802 (p. 3). 


Exclusions from Gross Income.—W here a trust owns bonds 
issued under the Second Liberty Bond Act, and the interest 
on such bonds is apportioned between the trust and the 
beneficiary, each is entitled to the exemption provided under 
section 7 of the Second Liberty Bond Act, as amended, with 


June, 1939 


respect to interest on $5,000 principal amount of such bonds, 
—I. T. 3269, 1939-15-9784 (p. 12). 


Exemptions—Business Leagues.—The M Association, the 
membership of which is composed of persons, firms, associa- 
tions, and corporations, each representing a different trade, 
business, occupation, or profession, in which any firm, asso- 
ciation, corporation, or person whose main activity or profession 
is not in competition with the main activity or profession of 
a member is eligible for membership, is entitled to exemption 
from federal income taxation as a business league under the 
provisions of section 101(7) of the Revenue Act of 1938— 
G. C. M. 21000, 1939-15-9782 (p. 2). 


Exemptions—Fraternal Beneficiary Societies—The grand 
lodge of the order of N, which includes the N Home estab- 
lished for the care of the members of the order, their dependents, 
and members of an affiliated order unable to earn a liv elihood 
by reason of the infirmities of age, is entitled to exemption 
as a fraternal beneficiary society under section 101(3) of the 
Revenue Act of 1938, and contributions to the organization by 
individual donors for the use of the N Home are deductible 
by such individuals in the manner and to the extent provided 


by section 23(0)5 of the Revenue Act of 1938.—I. T. 3261, 
1939-11-9750 (p. 2). 


Exemptions—Head of Family.—Two brothers, A and B, 
own the house in which they and their dependent mother 
live. A, who is absent from home the greater part of the 
time, makes the major contribution toward the maintenance 
of the home and the support of the mother. Held, A is 
entitled to personal exemption as head of a family and to 
credit for one dependent under sections 25(b)1 and 25(b)2 
of the Revenue Act of 1936.—I. T. 3267, 1939-14-9770 (p. 2). 


Exemptions—Proof.—The M Building Corporation, incor- 
porated for the particular purpose of building and maintain- 
ing a chapter house for the N Chapter of the M Fraternity, 
whose stock is held by others than an exempt corporation, 
is not entitled to exemption from federal income taxation 
under the provisions of section 101(14) of the Revenue Act 
of 1938.—I. T. 3264, 1939-12-9760 (p. 3). 


Gross Income—Compensaion for Personal Services.—I. T. 
2219 (C. B. IV-2, 41 (1925)), holding that money allowances 
in lieu of subsistence and quarters paid by the United States 
Government to enlisted men and noncommissioned officers 
in the United States Army are not subject to federal income 
tax, is not applicable to those retired from the service. The 
entire amount, including allowances in lieu of rations, cloth- 
ing, quarters, etc., received by a retired enlisted man is sub- 
ject to federal income tax.—I. T. 3272, 1939-17-9801 (p. 2). 


Net Income—Estates and Trusts.—Where, by a decree of 
a court of competent jurisdiction, ultimate disposition of that 
portion of the income of the trust created under the will of 
A which is allocable to the share of C, a deceased beneficiary, 
was deferred until it is determined who is entitled to the 


corpus, such income is taxable to the trust—G. C. M. 20965, 
1939-14-9772 (p. 5). 


Withholding Tax at Source.—Withholding of income tax 
is not required of the M Company, a domestic life insurance 
company, with respect to the periodic payments made in 
China on annuity contracts issued by its branch office in 
China to nonresident aliens, which contracts are secured by 
assets held in China.—/. T. 3280, 1939-21-9842 (p. 4). 


* * x 


In the case of joint owners of bonds, including estates by 
the entireties, separate ownership certificates must be executed 
in behalf of each joint owner showing his or her proportion- 
ate part of the interest.—J. T. 3279, 1939-20-9832 (p. 5). 


Withholding Tax at Source—Exemption.—A French citi- 
zen residing in France is exempt from federal income taxa- 
tion on annuity payments made to her by a domestic 
insurance company. However, interest on the proceeds of a 
life insurance policy paid to her by the insurance company 
constitutes taxable income and is subject to the withholding 
provisions of section 143 (b) of the Revenue Act of 1938.— 
G. C. M. 21187, 1939-18-9813 (p. 2). 
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